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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes the eight most vol- 
atile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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Foreword: Ten Years of the Monetary Policy Report 


Ten years ago this spring, the Bank of Canada issued its first 
semi-annual Monetary Policy Report. 


The Introduction to that Report noted that 


The report reflects the framework used by the 
Bank in its conduct of policy. This framework 
includes: (i) a clear policy objective, (ii) a 
medium-term perspective (given the long lags 
for the full impact of monetary policy actions on 
the economy) and (iii) a recognition that mone- 
tary policy works through both interest rates 
and the exchange rate. 


The ultimate objective of Canadian monetary 
policy is to promote good overall economic per- 
formance. Monetary policy can contribute to this 
goal by preserving confidence in the value of 
money through price stability. In other words, 
price stability is a means to an end, not an end 
in itself. 


Although our framework has been refined over time, these 
statements are as true today as they were in 1995. The interim 
period has represented the best 10 consecutive years of good 
economic performance that Canada has seen in the last 
35 years, and a transparent inflation-targeting regime has been 
a significant contributor to this outcome. The introduction of 
the Monetary Policy Report marked a major step forward in the 
transparency of the Bank’s conduct of monetary policy. With 
the changes we have made through time to make the Report 
more transparent, it continues to serve us well in our commu- 
nications with the public. 


Governing Council 
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1. OVERVIEW 


The global economy has been unfolding largely as expected, 
and prospects for continued robust growth are quite favourable, 
especially over the near term. Against this backdrop, the outlook 
for the Canadian economy through to the end of 2006 is essen- 
tially unchanged from that in the January Monetary Policy Report 
Update. 

The Canadian economy continues to adjust to major global 
developments. These include the realignment of currencies in 
response to global imbalances, the higher prices of both energy 
and non-energy commodities, and growing competition from 
emerging-market economies. 

The sectoral adjustments to these developments are becoming 
more evident. Many Canadian commodity-producing sectors are 
expanding. However, firms in a number of other sectors exposed 
to international trade are facing pressure from the appreciation of 
the Canadian dollar and from foreign competition. On balance, net 
exports have been a drag on the economy. But with robust domes- 
tic demand, some sectors—such as retail, wholesale, and hous- 
ing—have been growing strongly. Canadian monetary policy 
continues to facilitate the adjustment process by aiming to keep 
inflation at the 2 per cent target and the economy operating near 
its production capacity. The Bank continues to judge that the econ- 
omy is operating slightly below its full production capacity. 

After appreciating sharply in 2003 and 2004, the Canadian dol- 
lar has been fluctuating in a range of around 80 to 83 cents U.S. 
since the beginning of the year. 

The Bank’s base-case projection calls for annualized growth of 
about 2 1/2 per cent in the first half of 2005 and 3 per cent in the 
second half. Growth of about 3 1/2 per cent is expected over the 
four quarters of 2006, consistent with returning the economy to 
full production capacity in the second half of that year. 

Expressed on an annual average basis, growth in 2005 is pro- 
jected to be about 2 1/2 per cent, down slightly from the January 
Update, while the projection for 2006 is little changed at about 
3 1/4 per cent. 

We continue to expect core inflation to move back to the 2 per 
cent target around the end of 2006. Based on the scenario implied 
by oil-price futures, total CPI inflation is projected to remain 
slightly above 2 per cent this year and to move slightly below 
2 per cent in the second half of 2006. 


This report includes information received up to the fixed announcement date on 
12 April 2005. 


Developments in the 
target for the overnight 
rate since the October 
Report: 


7 December—Unchanged 
at 2.5 per cent 


25 January—no change 


1 March—no change 
12 April—no change 
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Growth in the Canadian economy this year and next is antici- 
pated to come primarily from domestic demand, as net exports are 
expected to exert a drag on the economy. To continue to support 
aggregate demand, the Bank decided to leave the target for the 
overnight rate unchanged at 2.5 per cent on 1 March and 12 April. 
In line with the Bank’s outlook, a reduction of monetary stimulus 
will be required over time. 

The global and Canadian economic outlooks remain subject to 
both upside and downside risks and to uncertainties. These risks 
include the pace of expansion in Asia, and the prices of oil and 
non-energy commodities. A further risk relates to the resolution of 
current account imbalances, with the risk of a disorderly correc- 
tion growing over time, should these imbalances persist. 

Most of the uncertainties with respect to the Canadian outlook 
continue to relate to how the economy is adjusting to the relative 
price changes associated with major global developments. 
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2. RECENT DEVELOPMENTS IN INFLATION 


In the past year, core CPI inflation has been relatively stable, 
fluctuating in a range of 1.5 to 1.8 per cent. The surge in crude oil 
prices since the end of 2003 has pushed the average rate of 
increase in the total CPI to slightly more than 2 per cent over the 
same period. 


Inflation and the 2 per cent target 


The core rate of inflation moved up to 1.8 per cent in February 
from 1.5 per cent in August 2004, still below the Bank’s 2 per cent 
inflation-control target. (Chart 2).! This is virtually the same as the 
rise projected in the January Update. Other measures of the trend 
rate of inflation that the Bank follows also remained below the 
2 per cent target (Chart 3). 


Chart 2 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target midpoint Target range 


Core'GPI* 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* CPI excluding the eight most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of inflation excludes the eight most volatile components 
of the CPI and adjusts the remaining components to remove the effect of 
changes in indirect taxes. The eight most volatile components are fruit, vege- 
tables, gasoline, fuel oil, natural gas, intercity transportation, tobacco, and 
mortgage-interest costs. 


Core inflation has 
fluctuated in a range 
of 1.5 to 1.8 per cent. 


The rate of increase in the 
total CPI has averaged 
just above 2 per cent 
since August 2004. 
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Chart 3 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


| 


Target midpoint 


Core CPI 
CPIXFET** 


2001 2002 2003 2004 2005 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


The modest amount of excess supply in the Canadian economy 
through much of 2003 and 2004 contributed to keeping the core 
rate slightly below longer-run expectations. Further reductions in 
the prices of many import-intensive goods, caused by the appreci- 
ation of the Canadian dollar and ongoing decreases in the global 
prices of some consumer goods, also continued to put downward 
pressure on core inflation over the period. The rate of increase in 
homeowners’ replacement costs, an important component of core 
prices for shelter, has also eased somewhat since July 2004 as a 
result of lower year-over-year increases in the prices of new hous- 
ing. Fluctuations in car prices, reflecting changes in manufactur- 
ers’ incentives programs, explain much of the short-term variation 
in core inflation observed since mid-2004. 

Since last August, the 12-month rate of increase in the total CPI 
was, on average, just above 2 per cent. The higher rate of increase 
relative to the core rate chiefly reflected the impact of substantial 
increases in the prices of energy commodities on selected CPI com- 
ponents. In particular, in February there were substantial increases 
in consumer prices for gasoline, fuel oil, natural gas, and intercity 
transportation from year-earlier levels. 
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Factors at work on inflation 


Aggregate demand 


Canada’s real GDP grew at an annual rate of 2.9 per cent in the Economic growth in the 
third quarter of 2004, as expected in the October Report (Chart 4). fourth quarter was 
In the fourth quarter, economic growth eased to an annual rate of weaker than expected. 
1.7 per cent. This was less than anticipated in both the last Report 
and the January Update. For the second half of the year as a whole, 
exports were markedly weaker than projected, although this was 
partly offset by unexpectedly large inventory investment. Eco- 
nomic growth is likely to be on the order of 2 1/2 per cent in the 
first quarter of 2005. 


Chart 4 


Real Gross Domestic Product for Canada 


Quarter-over-quarter 


Year-over-year percentage change, 
percentage change at annual rates 


2001 2002 2003 
* The letter “e’” denotes estimate based on available indicators. 


Final domestic demand continued to rise substantially in the Exports fell back in the 
second half of 2004, and inventory investment rose markedly in _ second half of 2004, partly 
response to this robust growth and to concerns about delivery in response to the earlier 
lags. In contrast, the volume of net exports fell back (Chart 5). rise in the Canadian 

Canadian exports decreased sharply in the second half of 2004. dollar. 

Although a good part of this decline reflected an unwinding of the 
surprising surge recorded in the first half, it more fundamentally 
represented the ongoing adjustment to the past appreciation of the 
Canadian dollar. That adjustment has been most evident in those 
export components characterized by product differentiation 
(Chart 6). Indeed, in the second half of last year, export volumes 
of machinery and equipment and non-automotive consumer goods 
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Chart 5 
Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 
Final domestic 
demand 


Net exports 


Z 


+ Inventory 
investment 


relative to indicators of foreign activity resumed the steep decline 
that began in 2003. In contrast, exports of commodities relative to 
U.S. industrial production, while fluctuating over the course of 
2004, were little changed at year-end from 2003 levels. Exports of 
automotive products were also little changed over the course of 
last year relative to U.S. indicators of activity for the motor vehicle 
sector. 

Among the components of final domestic demand, the pace of 
business investment picked up markedly towards year-end. 
Household spending also rose considerably, owing to monetary 
stimulus and ongoing gains in real incomes. 

Part of the increase in final domestic demand was met by sub- 
stantial gains in imports. The rise in inventory investment also 
contributed to boost imports. Some of the marked rise in import 
volumes relative to indicators of domestic activity, especially for 
such items as machinery and equipment and crude and fabricated 
materials, reflected the impact of the higher Canadian dollar, as 
well as growing competition from low-cost emerging markets 
(Chart 7).? 


2. Imports are still estimated to have been below their long-run fundamental 
level at the end of 2004, since only part of their adjustment to the substantial 
cumulative appreciation of the Canadian dollar had been completed. How- 
ever, further econometric work on imports, involving the replacement of an 
aggregate income variable by individual components of demand, suggests 
that the size of the gap relative to long-term fundamental levels is considera- 
bly smaller than that shown in Technical Box 3 of the October Report. 
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Chart 6 


Index of Export-to-Activity Ratios* 
1997Q1 = 100 


Machinery and equipment 
and non-automotive 
consumer goods** 


Commodities 
(energy and non-energy) 
and automotive products*** 


1997 1998 1999 2000 2001 2002 2003 2004 


* The aggregate ratios shown here are the weighted average of export-to-activity ratios for 


individual export components. 

** Bor exports of machinery and equipment, the indicator of foreign activity is U.S. investment 
spending on machinery and equipment. For exports of non-automotive consumer goods, the 
indicator is U.S. consumer spending on non-automotive goods. 

*** For exports of commodities, the indicator of foreign activity is U.S. industrial production. 
For exports of motor vehicles, it is U.S. motor vehicle sales, and for exports of vehicle parts, 
it is U.S. motor vehicle production. 


Chart 7 


Index of Import-to-Activity Ratios 
1997Q1 = 100 


Imports of crude and 
fabricated materials* 


Imports of machinery 
and equipment** 


Banna 


1997 1998 1999 2000 2001 2002 2003 2004 


* For imports of crude and fabricated materials, the indicator of domestic activity is Canadian 
industrial production. 

** For imports of machinery and equipment, the indicator of domestic activity is the sum of 
Canadian investment in machinery and equipment and exports of machinery and equipment. 
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There are more indica- 
tions of the adjustments 
being made in response 
to major global 
developments... 
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Adjusting to global change 


The Canadian economy is continuing to adjust to major global 
developments. These include a marked realignment of world cur- 
rencies, including the Canadian dollar; high price levels for crude 
oil and non-energy commodities; and the growing global eco- 
nomic impact of China and India. Since the October Report, there 
have been more indications of the sectoral effects of these global 
developments and of firms’ responses to these changes. 

The strong global economic expansion boosted profitability for 
most of the industries with high exposure to international trade in 
the first three quarters of 2004 (Chart 8).3 In the fourth quarter of 
last year, however, profitability eased off in many of these indus- 
tries, following a reduction in the global demand for Canadian 
products and a further appreciation of the Canadian dollar from 
the middle of 2004. As a result, there was only marginal growth in 
the overall level of activity in sectors highly exposed to interna- 
tional competition from August 2004 to January 2005. In contrast, 
most sectors with a low exposure to foreign competition—such as 
housing, retail and wholesale trade, and finance, insurance and 
real estate—made further solid gains in output. Some of these sec- 
tors also benefited from lower costs for imported products. 


Chart 8 
Rate of Return on Equity for Selected Sectors 


Other sectors with high 
exposure to 
international trade Sectors with low 


exposure to 
international trade | 


Ce 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


3. Net exposure to international trade is calculated by adding the proportion 
of production that is exported and the share of imports in domestic consump- 
tion, and subtracting the share of imported inputs in production. If a sector’s 
net exposure to international trade ratio was at least 0.5 in 2001, then that sec- 
tor is defined as being highly exposed to international trade or competition. 
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These global economic developments can be expected to lead 
to important shifts in the composition of activity among the broad 
sectors of the Canadian economy. One important channel through 
which this takes place is major shifts in capital spending at the 
sectoral level in response to expected persistent changes in profita- 
bility. 

Consistent with this, the largest cumulative gains in actual and 
planned capital spending for 2004 and 2005 occurred in commod- 
ity-producing industries in response to the substantial rebound in 
global commodity prices and the expectation that these price gains 
would persist for some time (Table 1). Increases in investment 
expenditures are particularly pronounced in oil and natural gas 
extraction, other mining activity, and in the manufacture of wood 
products. The substantial gains in Canada’s final domestic 
demand in recent years have also led to a marked rise in capital 
spending in many sectors with a low exposure to international 
trade, especially electric power generation, finance and insurance, 
information and cultural industries, and the manufacture of 
refined petroleum products. Moreover, in many of the sectors 
either producing commodities or with a low exposure to interna- 
tional trade, a large part of the increase in capital spending is 
directed at expanding capacity. 

In contrast, there is likely to be prolonged downward pressure 
on profitability in many industries highly exposed to international 
competition (other than those producing energy and other com- 
modities), primarily because of the Canadian dollar’s appreciation 
and growing competition from such economies as China and 
India. As a result, investment spending in these industries seems 
to be directed at reducing costs and improving competitiveness 
rather than at increasing capacity. 


Table 1 


Current-Dollar Investment in Capital Spending 
Annual percentage change 
Sector 2003 


Aggregate private sector IBS) 6.5 8.8 


Salles 
Oil and gas extraction 13.9 | 8.2 12.0 ic 
=k 1 
Other commodity-producing industries 6.1 6.0 12.9 
Other manufacturing with high exposure to 1.4 -3.5 10.9 


international trade or competition* 


Low exposure to international trade 


* 


Includes sectors that are exposed as net importers 
Source: Statistics Canada, Private and Public Investment in Canada, Intentions 2005. 
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... as is evident in the 
sectoral composition of 
business investment 
spending. 
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More broadly, the Bank’s Business Outlook Surveys have shown 
that many firms adversely affected by global developments are 
taking various measures to improve productivity and reduce 
costs. For instance, an increasing number of producers are choos- 
ing to cut costs by importing more inputs from Asia. Others are 
adjusting to the higher Canadian dollar by phasing out production 
of goods and services with low profit margins and concentrating 
on those with higher returns. 

The adjustments being made by firms in response to global 
economic developments also continued to be reflected in the secto- 
ral composition of employment changes. Employment has tended 
to rise since the end of 2003 in those industries producing com- 
modities or having low exposure to foreign competition. On the 
other hand, employment has fallen in the other manufacturing 
industries highly exposed to international trade, reflecting to some 
extent the substitution of capital for labour in order to reduce 
costs. The spring Business Outlook Survey indicates that employ- 
ment growth over the next 12 months will be concentrated in serv- 
ice industries. 

This reallocation of capital and labour involves adjustment 
costs that may cause a temporary slowdown in productivity 
growth and, therefore, in the growth of potential output. (See 
Technical Box 1.) 


Estimated pressures on capacity 


The level of economic activity at the end of 2004 was broadly 
in line with the Bank’s expectations in the January Update. While 
output growth in the fourth quarter of 2004 was somewhat lower 
than expected, this was largely offset by upward revisions to Sta- 
tistics Canada’s estimates of growth earlier in the year. At the 
same time, the Bank’s conventional measure of potential output 
for 2004 was revised down slightly relative to the estimate used in 
the January Update.* As a result, the Bank’s conventional measure 
of the output gap indicated that the economy was operating at 
about its capacity limits in the fourth quarter of 2004, instead of 
slightly below its effective capacity, as in the last Update (Chart 9). 

Other indicators point to greater pressure on capacity than the 
conventional measure. For instance, capacity utilization in the 
non-farm, goods-producing sector in the fourth quarter of 2004 
remained considerably higher than its average for 2000 to 2003, 
because growth of capacity in this sector has been relatively low in 
recent years, owing to weak investment spending and some write- 
off of uneconomic capacity as a result of relative price changes. 


4. Potential output is now estimated to have increased at an annual rate of 
2.7 per cent in 2004, compared with a rise of 2.9 per cent in the Update. 
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Technical Box 1 


Economic Adjustment and Productivity Growth 


The Canadian economy has been adjusting to significant global developments, 
such as the realignment of world currencies, including the Canadian dollar, and the 
surge in commodity prices. These shocks are largely structural in nature and will 
lead to a reallocation of capital and labour away from the production of non- 
commodity manufactured goods towards the production of primary materials and 
non-tradable goods and services. This reallocation will take some time, however, 
and productivity growth could be lower during the adjustment period. 

Before making adjustments to their workforce, firms often wait to ensure that 
the shock is permanent. Workers with skills tied to a particular industry may 
require retraining or other assistance to become fully functional in areas of the 
economy that are expanding. They may have to relocate, and, once on the job, it 
may take time for new staff to develop the firm-specific skills often associated with 
productivity gains. Thus, major sectoral shifts in the allocation of labour will 
initially tend to dampen productivity growth. 

With respect to capital, there are typically lags between the decision to invest, 
the acquisition of capital, and its integration into the production process, either to 
expand capacity or to make the production process more efficient. When invest- 
ment is in the form of machinery and equipment rather than structures, adjustment 
costs are an important consideration. For example, in spite of the substantial invest- 
ment in information and communications technologies (ICT) in the past decade, 
productivity growth initially remained sluggish, especially outside the ICT produc- 
tion sector. This is because it takes more than physical investment in new technolo- 
gies to generate widespread productivity gains. Firms must train workers to use 
new technologies or wait for newly trained graduates. Businesses may also have to 
reorganize their workplaces to benefit fully from new technologies. These adjust- 
ment costs will temporarily lower measured output, and thus productivity growth, 
until the adjustment period is over. The lag between investment in new technology 
and its payoff in terms of greater productivity growth could extend to a few years. 
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The Bank judges that the 
output gap is somewhat 
larger than suggested by 
its conventional measure. 
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Chart 9 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the first quarter of 2005 is based on a projected rise in output of 2.5 per cent 
(at annual rates) for the quarter. 


Nevertheless, it is important to note that several indicators 
currently suggest more economic slack than is implied by the con- 
ventional measure. On average, the core rate of inflation has been 
below the 2 per cent midpoint of the target range since mid-2003. 
As well, wage increases have remained quite moderate, and the 
proportion of firms reporting labour shortages or difficulties in 
meeting an unanticipated increase in demand was lower than 
average in the spring Business Outlook Survey. 

The degree of economic slack varies across industries and regions 
because of the ongoing process of adjusting to global changes. But 
what matters for monetary policy is the economy as a whole. 

Based on an assessment of all the indicators of capacity pres- 
sures, including those from the Business Outlook Survey, the Bank 
judges that there is slightly more excess supply in the Canadian 
economy than suggested by its conventional measure (Chart 10). 
This view of the current size of the output gap is similar to that 
held in the January Update. 
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Chart 10 


Estimated Output Gap and Response to Business Outlook Survey 
Question on Capacity Pressures 


Some or significant 
difficulty** [ Output gap* 


(left scale) (right scale) 


2000 2001 2002 2003 2004 2005 


* Difference between actual output and estimated potential output. Note that the estimate for the first 
quarter of 2005 is based on a projected rise in output of 2.5 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or significant difficulty meeting an 
unanticipated increase in demand/sales 


Cost control and output prices 


The underlying rate of increase in wages, based on such measures 
as the average hourly earnings of permanent workers, appears to 
have remained in a range between 2 1/4 and 3 1/4 per cent since 
the middle of 2004 (Chart 11). The year-to-year gain in another 
wage measure—hourly labour compensation in the business sec- 
tor—was somewhat lower, at 2 per cent at the end of last year. 

These overall figures mask important regional differences. For 
example, in Western Canada, wage gains have generally been 
higher than in the rest of the country, reflecting a greater preva- 
lence of labour shortages in that region. 

With only a slight increase in productivity over the past year, 
unit labour costs in the business sector in the fourth quarter of 
2004 rose by just under 2 per cent from year-earlier levels (Chart 12). 
Indeed, productivity growth was surprisingly low in both 2003 
and 2004, easing markedly from its average performance over the 
1998 to 2002 period.° That reduction in productivity growth was 
broadly based across sectors and stands in sharp contrast to the 
U.S. experience.© The assumption about the pace of productivity 
growth embodied in the Bank’s outlook is discussed in Section 4. 


5. It should be kept in mind that Statistics Canada’s estimates of productivity 
growth for 2003 and 2004 are preliminary and are subject to revision as more 
reliable benchmark data become available. 


6. It is doubtful that the type of adjustment costs reviewed in Technical Box 1 
accounted for a significant part of the reported slowdown. 
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Unit labour costs in the 
fourth quarter rose by ju: 
under 2 per cent from 
year-earlier levels. 
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Chart 11 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) 


Va /f 


Public sector** 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* Source: Labour Force Information, last data point plotted, March 2005 
** Source: Human Resources Development Canada, last data point plotted, January 2005 


Chart 12 
Unit Labour Costs and Labour Productivity: Business Sector 


Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per : 


Unit labour costs 


person-hour 


1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 
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Chart 13 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Chain price index 
for GDP 
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With substantial increases in the global prices for Canadian 
exports of energy commodities and many industrial materials, 
Canada’s terms of trade improved considerably in 2004.’ As a 
result, the chain price index for GDP (a broad price measure of the 
goods and services produced in Canada) rose 4.2 per cent between 
the fourth quarter of 2003 and the fourth quarter of 2004 
(Chart 13). By comparison, the prices of goods and services pur- 
chased by Canadians rose 2 per cent over the same period. This 
terms-of-trade improvement has thus produced a significant 
increase in real income, which has been reflected in the growth of 
corporate profits and government tax revenues. 

The price of crude oil has increased further since the end of 
2004, reflecting upward revisions to the projected global demand 
for oil and downward revisions to expected non-OPEC supplies. 
The prices of non-energy commodities have also risen since the 
end of 2004 (Chart 14). Strengthening demand has contributed to 
recoveries in the prices of both lumber and pulp. At the same 
time, continued strong global demand, as well as a number of 
planned production cutbacks, have led to a further rise in metals 
prices. 


7. Over the past three years, Canada’s terms of trade have risen by just over 
16 per cent. 
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Income growth was 
boosted by an improve- 
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Chart 14 
Bank of Canada Commodity Price Index 
1982-90 = 100 
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3. FINANCIAL DEVELOPMENTS 


For both the global economy and for Canada, financial condi- 
tions have remained very favourable since the October Report. 
Yields and credit spreads on corporate bonds are close to histori- 
cally low levels. Equity markets have improved over recent 
months, and market volatility has remained low. Sustained 
improvement in the balance sheets of Canadian banks, aggressive 
competition among suppliers of credit, and modest demand for 
credit have led to continued easing in bank-lending conditions in 
Canada. Mainly because of strong supply conditions, growth in 
business credit continues to pick up. Meanwhile, both supply and 
demand continue to support robust growth in household credit. 


Credit conditions 


Business-credit conditions are quite favourable, both in Can- 
ada and internationally. In financial markets, the demand for 
higher-yielding, somewhat riskier products remains strong. 
Demand is supported by fairly robust corporate earnings and the 
low yields returned by government securities. This has contrib- 
uted to high bond prices and relatively low credit spreads 
(Chart 15). 


Chart 15 
Selected Canadian Corporate and International Credit Spreads 
en Basis points, monthly average 
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Global financial condi- 
tions have remained very 
favourable... 


... and are reflected in 
business-credit conditions 
in Canada. 


Household credit has 
continued to advance 
at a rapid pace. 
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Most equity markets have improved since the October Report, 
with the TSX Composite Index increasing by about 10 per cent. Much of 
the improvement in Canada reflects the strong performance of the 
energy sector. 

Both gross and net issues by corporations have shown solid 
growth in Canada. Credit defaults have been at cyclical lows, and 
the share of credit-rating upgrades in total credit-rating changes 
continued to rise. The growth of business credit (Chart 16) cur- 
rently stands close to its 10-year average. The pickup in short-term 
business credit has continued, boosted by easier lending condi- 
tions. Growth in long-term business credit (including income 
trusts) has also remained robust since the October Report, helped 
by a stable net issuance of bonds and equities. Most of the 
increase in business credit has reportedly been channelled towards 
general business operations and debt refinancing rather than 
towards new investment. 

Household credit has continued to advance at a rapid pace 
since the October Report, with both consumer credit and residen- 
tial mortgage credit contributing to the increase (Chart 16). At the 
same time, low interest rates and favourable labour market condi- 
tions have helped ensure that household balance sheets remain 
healthy. The elevated level of household credit growth is likely to 
be associated with strong consumption in the first part of this 
year. 


Chart 16 


Business and Household Credit 
Year-over-year percentage change 


Household 


Business 


1996 n997, 1998 1999 2000 2001 2002 2003 2004 


22 


Monet ak yY POL rPGoy REP ORTH APRIL 2OO5 


In summary, a broad range of financial indicators point to a Overall, there is a 
considerable amount of liquidity in the global economy, as well as considerable amount of 
in the Canadian economy. liquidity in the Canadian 

and global economies. 


Yield curves and the exchange rate 


The yield curve in the United States has moved higher since Markets anticipate 
the time of the October Report (Chart 17). It has also continued to further increases in the 
flatten, mainly driven by larger increases in short-term interest federal funds rate over the 
rates. Futures prices indicate that markets anticipate further remainder of the year... 
increases in the federal funds rate over the remainder of the year, 
with U.S. forward rates implying a policy rate of approximately 
4.0 per cent by the end of December 2005. 


Chart 17 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 
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Canadian asset prices indicate expectations of a more gradual... and more gradual 
trajectory for increases in interest rates here than in the United increases in Canada’s 
States. This divergence in the expected paths for policy rates in the policy rate. 
two countries has contributed to sharply declining interest rate 
differentials across the yield curve. Yields on two-year Canadian 
bonds are now approximately 60 basis points below those on U.S. 

Treasuries, and yield spreads on longer-term bonds have turned 
negative for the first time in over four years. 
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Chart 18 


Canadian-Dollar Exchange Rate 
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After appreciating sharply from the time of the October Report 
until early December, major currencies weakened against the 
U.S. dollar, and the Canadian dollar has traded within a range of 
80 to 83 cents U.S. This has occurred within the context of rising 
U.S. interest rates, relative economic weakness in Japan and Europe, 
rising energy prices, and generally high prices for other commodities. 
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4. [HE OUTLOOK 


International background 


On balance, the global economy has been performing largely 
as expected at the time of the October Report, and growth is pro- 
jected to remain relatively strong, at around 4 per cent in both 
2005 and 2006, in spite of higher oil prices. While the overall 
growth picture for the next two years has changed little from the 
October Report, the distribution of growth is more uneven among 
major economies than previously expected, with upward revisions 
to the already strong growth prospects in non-Japan Asia offset- 
ting downward adjustments to the growth outlook in Japan and 
the European Union (Table 2). 


Table 2 
Global Growth Projections 


Share of real Expected growth (per cent) 
global GDP* 
United States 4.4 (4.6) Sat KS.)) 3.7 (4.1) 


European Union 1.9 (2.1) 


5.0 (4.7) 4.0 (3.9) 4.0 (4.3) 


a. GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2003. Source: IMF, WEO Database, September 2004 

b. Numbers in parentheses show projections from the October 2004 Monetary Policy Report. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special Administra- 
tive Region), Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada 


Recent economic developments in the United States suggest 
that underlying momentum remains strong. Real GDP grew at an 
annual rate of 4 per cent in the third quarter of 2004 and 3.8 per 
cent in the fourth quarter. Consumer spending and business 
investment were both very robust in the second half of the year. 
Despite the significant real effective depreciation of the U.S. dollar, 
net exports continued to restrain growth in the second half of 
2004. Evidence to date indicates that growth remained near 4 per 
cent in the first quarter of 2005. 
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The global outlook is 
little changed from 
October... 


. with momentum in the 
United States remaining 
strong. 


Growth in China remains 
buoyant... 


... while that in Japan 
is projected to be lower 
than earlier expected. 


Global imbalances 
remain a key risk. 
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The U.S. economy is expected to post growth rates that will be 
somewhat above potential in 2005 and 2006, albeit lower than 
in 2004. As a result, excess supply (estimated at somewhat below 
1 per cent of GDP at the end of 2004) should be largely eliminated 
over the next two years. Business investment should remain solid, 
since the capital stock appears unusually low at this point in the 
cycle. Moreover, the past depreciation of the U.S. dollar should 
contribute to a strong recovery in export growth. Meanwhile, 
household expenditures are likely to slow, partly because of the 
dampening impact of higher oil prices and of past and anticipated 
increases in interest rates. 

At the same time, the contribution of Asia (excluding Japan) to 
the world economic expansion is slightly greater than previously 
expected. In particular, growth in China has remained surprisingly 
buoyant despite the implementation of administrative tightening 
measures and higher domestic interest rates. Accordingly, the out- 
look calls for a more gradual slowing profile than was assumed at 
the time of the October Report. 

In contrast, growth in Japan turned out to be weaker than 
anticipated. Following a sharp rise in the first quarter of 2004, real 
GDP was trelatively stagnant throughout the remainder of the year, 
owing largely to the impact of an inventory correction in IT-related sec- 
tors, higher oil prices, and typhoons. A gradual pickup in quarterly 
growth throughout 2005 is expected, as the effect of the adverse 
factors that restrained aggregate demand in the latter part of 2004 
diminishes. Nevertheless, the average annual growth rate in 2005 
should be significantly lower than in 2004, owing to the low start- 
ing point. 

In the euro area, real economic activity in the final quarter of 
2004 was also weaker than anticipated, and the outlook has been 
revised down marginally. A gradual pickup in the rate of growth 
of economic activity is expected this year and next, as the adverse 
impact stemming from the past appreciation of the euro and the 
rise in world oil prices gradually tapers off. 

While the overall global short-term outlook is favourable, a 
number of risks and uncertainties remain, including the future 
course of oil prices, the pace of expansion in China, and geopoliti- 
cal developments. A key risk relates to the unfolding of current 
account imbalances, with the risk of a disorderly correction grow- 
ing over time if the imbalances persist. Indeed, despite a substan- 
tial real effective depreciation of the U.S. dollar since early 2002,? 
external imbalances have continued to widen and are likely to 


8. This partly reflects revisions to national accounts that have resulted in a 
much lower growth profile. 

9. The depreciation of the U.S. dollar between February 2002 and March 2005 
amounted to 15 per cent, according to the U.S. Federal Reserve Board’s real 
effective broad index. 
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continue to do so in the near term. An orderly correction of exter- 
nal imbalances will require increased savings in the United States, 
a strengthening of demand elsewhere, notably in Japan and 
Europe, combined with further real effective depreciation of the 
U.S. dollar. Greater exchange rate flexibility in Asia would facili- 
tate the adjustment. 

The projected global economic expansion should help maintain 
the U.S.-dollar prices of non-energy commodities at relatively high 
levels over the remainder of 2005 and through 2006, although 
some easing is likely as new supplies become available (Technical 
Box 2). On the other hand, any further real depreciation of the U.S. 
dollar would put upward pressure on non-energy commodity 
prices, expressed in U.S.-dollar terms. With regard to crude oil, the 
Bank’s base-case scenario—which is based on recent futures prices 
(Chart 19)—assumes that prices will be close to US$57 per barrel 
over the remainder of 2005 and then ease slightly to about 
US$54 per barrel by the second half of 2006. Natural gas prices are 
expected to stay at relatively high levels through 2006. The Bank’s 
base-case scenario for oil prices is markedly higher than in the 
January Update. 


Chart 19 


Crude Oil and Natural Gas: Spot and Futures Prices 
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Source: Canadian Enerdata Ltd., Canadian Gas Price Reporter 
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Technical Box 2 


Emerging Asia: Implications for Canada 


Over the past 25 years, emerging markets in Asia have been a growing source of 
global trade, with China becoming a dominant economic force in the region in the 
past few years.! By 2003, these economies accounted for 16 per cent of global trade, 
up from just 6 per cent in 1980. Although Canada’s direct trade with the region is lim- 
ited, the region’s trade significantly affects Canada through global markets. Of partic- 
ular importance is the region’s growing demand for commodities and the resultant 
impact on global commodity prices. 

Although Asian demand for commodities temporarily collapsed with the Asian 
crisis in 1997-98, the ensuing regional recovery and the growing economic promi- 
nence of China have led to a resurgence of demand and sharply higher prices. 
According to the Bank of Canada’s index, commodity prices have risen by over 70 per 
cent in terms of G-7 currencies since mid-November 2001. This increase has been a 
significant factor behind the 25 per cent rise in the value of the Canadian dollar over 
the past two years. 

The strong Chinese demand for commodities reflects very robust domestic invest- 
ment, as well as the country’s growing role as a manufacturing platform for Asian 
firms. Although China is itself a major producer of many commodities, its rapid eco- 
nomic growth has caused domestic demand to outstrip domestic supply, leading the 
country to become a major buyer on international commodity markets. 

Canadian natural-resource producers are well positioned to take advantage of 
these favourable market conditions. Robust global demand has resulted in strong cor- 
porate profitability despite the appreciation of the Canadian dollar. In response, 
resource producers have increased their investment expenditures, which suggests that 
Canadian firms are planning to expand production. Firms outside the resources sector 
are also paying closer attention to China as an important new market. 


Commodity Price Indexes (G-7 Currencies) Commodity Trade Balance of Emerging Asian 
1982-90=100 Economies as a Percentage of GDP 
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1. Emerging Asia includes China, Hong Kong, Indonesia, Korea, Malaysia, the Philippines, 
Singapore, and Thailand. 
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Aggregate demand and supply in Canada 


Given the effects of the past and recent appreciation of the 
Canadian dollar, the Bank expects growth, on an average annual 
basis, of about 2 1/2 per cent in 2005. Growth should pick up to 
about 3 1/4 per cent in 2006. The Bank’s outlook for growth 
in 2005 is slightly lower than projected in the January Update, 
reflecting weaker-than-expected growth in the fourth quarter of 
2004. Projected quarterly growth through the year, however, is 
unchanged from the January Update. While the Bank’s growth pro- 
jection for 2005 is the same as the latest Consensus outlook, the 
projection for 2006 is slightly higher. 

The Bank’s projection assumes real GDP growth of 2 1/2 per 
cent, at an annual rate, during the first half of 2005. This is 
expected to move up to about 3 per cent in the second half of this 
year and to about 3 1/2 per cent over the four quarters of 2006. 
The lower rate of growth projected for the first half of 2005 stems 
mainly from the anticipated slowing in the rate of inventory accu- 
mulation. This outlook for growth implies a modest rise in excess 
supply in the first half of 2005 and a return to production capacity 
in the second half of 2006. 

Were it to persist, the sluggish growth in labour productivity 
in the past two years would put the Bank’s projection for potential 
output growth at risk. However, recent and projected increases 
in business investment, as well as continued rapid growth in 
labour productivity in the United States, make it reasonable to 
assume a resumption of productivity growth. In addition, there 
may be some upside risks to the trend rate of growth of labour 
inputs, at least over the near term. Therefore, at this time, the 
Bank continues to project growth in production capacity of 3 per 
cent. This is based on the assumptions of trend growth of 1 1/4 per 
cent in labour inputs and trend growth of 1 3/4 per cent in labour 
productivity. 

Economic expansion in Canada this year and next is expected 
to be supported primarily by the continued substantial growth of 
final domestic demand (Table3). This view is_ essentially 
unchanged from that of the January Update. As noted earlier, there 
is still considerable monetary stimulus supporting demand at this 
time. The Bank’s outlook continues to incorporate a reduction of 
monetary stimulus over the projection period. 

Capital spending by businesses is projected to increase even 
more strongly than last year, reflecting the global economic expan- 
sion and the associated high levels of prices for both energy and 
non-energy commodities, very favourable financial conditions, 
high profit levels, and further decreases in the prices of imported 
machinery and equipment. Ongoing gains in real incomes, the 
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effects of monetary stimulus, and the high level of consumer 
confidence (Chart 20) should contribute to further solid growth in 
consumer spending. However, following the rapid increases in 
recent years, housing investment, on balance, is expected to 
remain unchanged over this period. Spending on renovations is 
projected to rise strongly, offsetting the impact of anticipated 
reductions in housing starts and resale activity. 


Table 3 
Contributions to Average Annual Real GDP Growth 
Percentage points* 


2004 


2005 2006 


3 ies 
Consumption 1.9 (1.9) ie 2.0 (2.0) 1.9 (1.9) 


Housing 0.5 (0.4) 0.1 (0.0) -0.1 (0.0) 


Government 0.6 (0.6) 0.7 (0.8) 0.9 (0.8) 


Business fixed investment 0.7 (0.5) 1.0 (0.8) 0.8 (0.9) 
Subtotal: Final domestic demand 37, (SA) 3.8 (3.6) B50) 


Exports 1.9 (1.9) 0.9 (1.7) 2.2 (1.8) 
Imports -2.7 (-2.4) A -2.0 (-2.5) 


Subtotal: Net exports -0.8 (-0.5) -1.1 (-0.8) -0.2 (-0.3) 


Inventories -0.1 (-0.2) -0.1 (0.0) 0.0 (0.0) 


GDP 2.8 (2.7) 2.6 (2.8) 3.3 (3.3) 
| 


* 


Figures in parentheses are from the scenario in the January Update. 


This outlook incorporates the expectations that spending by all 
levels of government will rise at about the same rate as revenues, 
as governments continue to work to maintain fiscal balance. 

Further economic growth abroad, especially in the United 
States, should lead to increased demand for Canadian exports. 
However, this is expected to be more than offset by rapid growth 
in imports in both 2005 and 2006. The past appreciation of the 
Canadian dollar is expected to continue to dampen the growth of 
Canada’s exports and to boost import growth over the projection 
period. As well, imports will be boosted by strong investment in 
machinery and equipment. 

In the January Update, the high level of oil prices was expected 
to have a slight adverse effect on aggregate demand in Canada 
in 2005, before the positive impact on investment and produc- 
tion in the energy sector became evident in 2006. Given the markedly 
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higher outlook for oil prices in this Report, the downside pres- 
sure on demand for Canadian exports and on household spend- 
ing is likely to be somewhat larger than expected in the last 
Update. However, stronger-than-expected growth in capital 
spending by energy producers, based on recent investment inten- 
tions, should more than offset that negative effect by 2006. 


Chart 20 
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Measures of inflation expectations 


Most indicators of inflation expectations that the Bank follows 
have been little changed since mid-October, and many of the key 
medium- and longer-term measures remain very close to 2 per 
cent. In the regular survey reported in the winter issue of the Con- 
ference Board of Canada’s Index of Business Confidence, 74 per cent 
of respondents expected prices, in general, to rise over the next six 
months at a rate of 2 per cent or less, virtually unchanged from 
last autumn. However, even though 93 per cent of firms in the 
Bank’s spring Business Outlook Survey expected CPI inflation to be 
within a range of 1 to 3 per cent, on average, over the next two 
years, 60 per cent of respondents expected inflation to be in the 
upper part of the range. On the other hand, the average private 
sector forecast for total CPI inflation in both 2005 and 2006 is just 
under 2 per cent. Consensus forecasts of inflation for 2007 and 
beyond also continue to be very close to 2 per cent. 


on 


Most measures of 
inflation expectations 
are little changed. 
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Other factors affecting inflation 


There remains a risk that the higher costs arising from the per- 
sistently high level of the global prices of energy and other raw 
materials could be passed through to the prices of non-energy 
goods and services. Indeed, there is some anecdotal evidence that 
part of the sharply higher costs of some metals is raising the 
prices of some durable goods, such as major appliances. The most 
recent experience, however, suggests that this pass-through effect 
is likely to be relatively small and spread out over time. 

In contrast, the appreciation of the Canadian dollar since early 
2003 is expected to be a continuing source of slight downward 
pressure on core inflation during the projection period. There also 
appear to be ongoing reductions in the world prices of some con- 
sumer goods as a result of increasing supplies from countries such 
as China. 

Increases in average hourly earnings of permanent workers are 
expected to move up somewhat through 2006. Nevertheless, with 
labour-productivity growth anticipated to resume over this 
period, year-to-year gains in unit labour costs should remain at or 
below 2 per cent through the projection period. 


Implications of money growth 


Growth in the narrow money aggregates—M1+ and M1++— 
has slowed since the last Report (Chart 21) and is broadly consistent 


Chart 21 
Growth of Real GDP and M1+ and M1++ 


Quarter-over-quarter percentage change at annual rates 
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with projected output growth of slightly above 2 per cent in the 
first quarter of 2005. 

Since the October Report, the growth of M2++ has stabilized at 
just under 6 per cent on a year-over-year basis, despite the 
strength in the narrow money aggregates over the same period. 
This rate of growth for M2++ is consistent with inflation under 
2 per cent (Chart 22). 


Chart 22 


Core Inflation and Broad Money Growth 
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Inflation projection 


The small amount of excess supply projected for the Canadian 
economy should keep core inflation slightly below longer-run 
expectations through 2005 and most of 2006. The past and recent 
appreciation of the Canadian dollar is also expected to exert a 
small amount of downward pressure on the core rate during this 
period. 

The core rate of inflation is projected to stay near 1.7 per cent 
through to the end of 2005. With the economy expected to move 
back to its production potential in the second half of 2006 and 
with inflation expectations remaining well anchored, the core rate 
should rise gradually to 2 per cent around the end of 2006 
(Table 4). 
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Core inflation is expected 
to stay near 1.7 per cent 
for the rest of 2005... 


... before moving up to 
2 per cent around the end 
of 2006. 
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Total CPI inflation 1s The outlook for the 12-month rate of increase in the total CPI 
expected to stay above will continue to be crucially affected by developments in the mar- 
2 per cent into 2006. ket for crude oil. Based on the scenario embodied in oil-price 


futures (Chart 19), total CPI inflation is projected to stay above 
2 per cent for some time, before moving down slightly below 2 per 
cent in the second half of 2006. 


Table 4 
Projection for Core and Total CPI Inflation 


Year-over-year percentage change* 
2006 


Q4 H1 H2 
Core inflation 1.7(1.7) | 1.8(1.8) | 1.9 (2.9) 
Total CPI 2.1 (24) | 2H2OI 2s) | 1235). 2270-7) | Bits) 
WTI (level)** | 507) | 56047) | 57 (45) 


* Figures in parentheses are from the January Monetary Policy Report Update. 
** Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on 
an average of futures contracts over the two weeks ending 7 April 2005. 
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Sb MOonetTArRY Po.icy REPORT 


Summary 


Overview 


The global economy has been 
unfolding largely as expected, and 
prospects for continued robust growth 
are quite favourable, especially over 
the near term. Against this backdrop, 
the outlook for the Canadian economy 
through to the end of 2006 is essentially 
unchanged from that in the January 
Monetary Policy Report Update. 

The Canadian economy continues 
to adjust to major global develop- 
ments. These include the realignment 
of currencies in response to global im- 
balances, the higher prices of both en- 
ergy and non-energy commodities, and 
growing competition from emerging- 
market economies. 

The sectoral adjustments to these 
developments are becoming more 
evident. Many Canadian commodity- 
producing sectors are expanding. 
However, firms in a number of other 
sectors exposed to international trade 
are facing pressure from the apprecia- 
tion of the Canadian dollar and from 
foreign competition. On balance, net 
exports have been a drag on the econ- 
omy. But with robust domestic de- 
mand, some sectors—such as retail, 
wholesale, and housing—have been 
growing strongly. Canadian monetary 
policy continues to facilitate the adjust- 
ment process by aiming to keep infla- 
tion at the 2 per cent target and the 


economy operating near its production 
capacity. The Bank continues to judge 
that the economy is operating slightly 
below its full production capacity. 


Highlights 


There is increasing evidence that the 
Canadian economy is adjusting to global 
developments, which include the realign- 
ment of currencies and higher commodity 
prices. 


The Bank’s outlook for the Canadian 
economy is similar to that in the January 
Update, with growth projected to be about 
2 1/2 per cent in 2005 and 3 1/4 per cent 

in 2006. 


With the economy moving back to its pro- 
duction capacity in the second half of 2006, 
core inflation should return to the 2 per cent 
target around the end of next year. 


In line with this outlook, a reduction of 
monetary stimulus will be required over 
time. 


There are both upside and downside risks 
to this outlook, which continue to relate 
largely to global developments and to the 
associated relative price changes. 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 
The Report is based on information received up to the fixed announcement date on 12 April 2005. 
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After appreciating sharply in 2003 
and 2004, the Canadian dollar has been 
fluctuating in a range of around 80 to 


90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


83 cents U.S. since the beginning of 
the year. 

The Bank’s base-case projection 
calls for annualized growth of about 
21/2 per cent in the first half of 2005 
and 3 per cent in the second half. 
Growth of about 3 1/2 per cent is 
expected over the four quarters of 
2006, consistent with returning the 
economy to full production capacity in 
the second half of that year. 

Expressed on an annual average 
basis, growth in 2005 is projected to be 
about 2 1/2 per cent, down slightly 
from the January Update, while the pro- 
jection for 2006 is little changed at 
about 3 1/4 per cent. 

We continue to expect core infla- 
tion to move back to the 2 per cent 
target around the end of 2006. Based 
on the scenario implied by oil-price 
futures, total CPI inflation is projected 
to remain slightly above 2 per cent 
this year and to move slightly below 
2 per cent in the second half of 2006. 

Growth in the Canadian economy 
this year and next is anticipated to 
come primarily from domestic demand, 
as net exports are expected to exert a 
drag on the economy. To continue to 
support aggregate demand, the Bank 
decided to leave the target for the 
overnight rate unchanged at 2.5 per 
cent on 1 March and 12 April. In line 
with the Bank’s outlook, a reduction of 
monetary stimulus will be required 
over time. 

The global and Canadian economic 
outlooks remain subject to both upside 
and downside risks and to uncertain- 
ties. These risks include the pace of 
expansion in Asia, and the prices of oil 
and non-energy commodities. A 
further risk relates to the resolution of 
current account imbalances, with the risk 
of a disorderly correction growing over 
time, should these imbalances persist. 

Most of the uncertainties with respect 
to the Canadian outlook continue to 
relate to how the economy is adjusting 


Daily 


Target for 
ic the overnight rate 


Target for the E 
SNe Te , U.S. federal funds rate ,- - 


to the relative price changes associated 
with major global developments. 


Recent Developments 


After growing at an annualized 
rate of 2.9 per cent in the third quarter 
of 2004, the Canadian economy grew 
by only 1.7 per cent in the fourth quar- 
ter. This was weaker than the projec- 
tions in both the October Report and the 
January Update. 

The major factor behind this slow- 
er growth was a decline in exports in 
the second half of 2004. Although part 
of this drop represented a fall from un- 
expectedly high levels in the second 
quarter, it more fundamentally reflect- 
ed the ongoing adjustment to the past 
appreciation of the Canadian dollar. In 
contrast, final domestic demand con- 
tinued to grow robustly in 2004. 
Household spending increased, sup- 
ported by monetary stimulus and on- 
going gains in real incomes. The pace 
of business investment rose sharply to- 
wards the end of the year, and busi- 
nesses accumulated inventories in the 
second half. 

The weaker-than-projected growth 
in the fourth quarter was largely offset 
by upward revisions to GDP estimates 
for earlier quarters. The level of eco- 
nomic activity at the end of 2004 was 
therefore broadly in line with the 


90-day 


commercial 
L paper rate 
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Real Gross Domestic Product for Canada 


[ 


2001 


Quarter-over-quarter 
percentage change, 
at annual rates 


Year-over-year 
i percentage change 


2002 2003 2004 


* The letter “e” denotes estimate based on available indicators. 


Bank’s expectations in the January Up- 
date, and slightly below the Bank’s esti- 
mate of potential output. So it remains 
the Bank’s judgment that the economy 
was operating with a small output gap 
at year-end. This view is broadly 
supported by the responses of firms 
to questions about pressures on pro- 
duction capacity in the Bank’s spring 
Business Outlook Survey. 

Core inflation has been broadly 
stable over the past year, fluctuating 
in a range of 1.5 to 1.8 per cent. Other 
measures of the trend of inflation have 
also remained below the Bank’s 2 per 
cent target. The modest amount of 
slack in the economy and lower prices 
for import-intensive goods have 
worked to keep core inflation below 
2 per cent, but higher energy prices 
have pushed total CPI inflation to an 
average of just over 2 per cent since 
last August. 


Prospects for Growth and 
Inflation 


Overall, the global economy has 
performed as anticipated, and growth 
is projected to remain relatively strong 
at around 4 per cent in both 2005 and 
2006. While oil prices have moved 
sharply higher, other factors are help- 
ing to underpin the growth of the glo- 
bal economy in the near term, 


including favourable financial condi- 
tions. As well, the continued strong 
economic performance of non-Japan 
Asia is expected to make a relatively 
larger contribution to global growth 
than previously expected. 

The underlying momentum of the 
U.S. economy remains robust. Contin- 
ued strength in business investment is 
expected, and exports should be 
helped by the past depreciation of the 
U.S. dollar. However, the impact of 
higher interest rates and higher oil 
prices will likely dampen household 
spending. 

For Canada, despite strong external 
demand, especially from the United 
States and Asia, net exports are expect- 
ed to continue to subtract from growth 
during 2005 and 2006. This reflects 
both the influence of the past apprecia- 
tion of the Canadian dollar—which is 
restraining export growth and encour- 
aging imports—as well as strong growth 
in investment, which has a high import 
content. 

Economic growth this year and 
next is expected to be supported pri- 
marily by continued strength in do- 
mestic demand. We expect business 
capital spending to increase even more 
strongly than last year, because of high 
commodity prices, favourable financial 
conditions, high profits, and further 
declines in the prices for imported ma- 
chinery and equipment. Consumer 
spending is also likely to continue to 
grow strongly owing to projected gains 
in real incomes, the effect of monetary 
stimulus, and high levels of consumer 
confidence. Housing investment is not 
projected to grow but should remain at 
a high level. Government spending 
should grow in line with revenues, 
since we expect that governments at all 
levels will continue to work to maintain 
fiscal balance. 

Higher oil prices are still expected 
to have a modest adverse effect on ag- 
gregate demand in 2005. But an in- 
crease in investment and production in 
the energy sector should more than 
offset the negative effects by 2006. 
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With the expected slowing of 
inventory accumulation, we project 
annualized growth to average about 
21/2 per cent in the first half of 2005, 
about 3 per cent in the second half, 
and about 3 1/2 per cent through 2006. 
This scenario, which includes a reduc- 
tion of monetary stimulus over the pro- 
jection period, implies that the economy 
will return to potential in the second 
half of 2006. 

One uncertainty around the out- 
look relates to the trend rate of growth 
of potential output. Over the past two 
years, growth in labour productivity 
has been close to zero, and increases 
in production capacity have been 
largely maintained by rapid growth in 
labour inputs. For the economy’s pro- 
duction capacity to expand at our as- 
sumed growth rate of 3 per cent, labour 
productivity growth will need to re- 
turn to a trend growth rate of around 
1 3/4 per cent going forward. The like- 
lihood of such growth is supported by 
the recent and projected increases in 
business investment in Canada and by 
continued rapid growth in labour pro- 
ductivity in the United States. 

Core inflation should remain be- 
low 2 per cent through 2005 and most 
of 2006, owing to the continued small 
amount of excess supply in the econo- 
my, the effect of the stronger Canadian 
dollar, and the lower prices of some 
consumer goods from countries such 
as China. There is a risk of some pass- 
through of higher energy and other 
commodity prices to consumers, but 
the risk looks to be small, and the effect 
will likely be spread out over time. 

All told, we expect core inflation 
to stay near 1.7 per cent through the 
end of this year. With the economy 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target midpoint 


Core CPI* 


1996-1997 1998; 1999; 20007 2001 


Target range 


2002 2003 2004 2005 


* CPI excluding the eight most volatile components and the effect of changes 


in indirect taxes on the remaining components 


returning to potential in the second 
half of 2006 and with expectations 
well anchored, core inflation should 
rise gradually to 2 per cent around 
the end of 2006. Based on the scenario 
implied by oil-price futures, total CPI 
inflation is projected to stay above 
2 per cent for some time, before moving 
below 2 per cent in the second half of 2006. 


Projection for Core 
and Total CPI Inflation 


Year-over-year percentage change* 


Core inflation 


(1.6) | (1.7) 


Total CPI : 2.1 2.3 
(2.0) (1.5) 


WTI (level)** 


(47) 


56 57 57 56 
(47) (45) (45) (43) 


* Figures in parentheses are from the January Monetary Policy Report 


Update. 


** Assumption for the price of West Texas Intermediate crude oil 
(US$ per barrel), based on an average of futures contracts over the 


two weeks ending 7 April 2005. 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting: Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: (613) 782-8248; email: publications@bankofcanada.ca 
or visit our website: http: //www.bankofcanada.ca 
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CANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation-con- 
trol target range was extended a number of times, most recently in May 
2001, in this last case to the end of 2006. Monetary policy will continue to 
aim at keeping future inflation at the 2 per cent target midpoint of this 
range, both to maximize the likelihood that inflation stays within the tar- 
get range and to increase the predictability of inflation over the longer 
term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes eight of the most 
volatile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of future changes in the total CPI than does the recent 
history of CPI inflation (Macklem 2001). 
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MONETARY PO UMC REPORT=OSCTOBER 2005 


1. OVERVIEW 


The global economy has continued to grow at a robust pace 
since the July Monetary Policy Report Update. Canada’s economic 
growth in the first half of the year was somewhat stronger than 
had been expected. Overall, the economy now appears to be oper- 
ating at full production capacity. 

At the same time, the global and Canadian economies have 
continued to experience significant movements in energy prices. 
While the spikes in crude oil and gasoline prices caused by hurri- 
canes in the Gulf of Mexico have already reversed, prices for natu- 
ral gas and heating oil, as well as gasoline, are substantially 
higher than they were at the time of the July Update. 

As well, the Canadian dollar has been trading in a higher 
range against the U.S. dollar since late summer, and has strength- 
ened even further against other major currencies. This recent 
strength appears to be underpinned by fundamental factors, 
including high prices for crude oil and natural gas and Canada’s 
generally solid economic performance. 

Past and recent movements in energy prices and in the 
exchange rate for the Canadian dollar, along with competitive 
pressures from China and other newly industrialized economies, 
are giving rise to significant ongoing adjustments in the Canadian 
economy. This has resulted in considerable variation in the growth 
patterns of sectors and regions, making an assessment of overall 
capacity pressures and of the future growth of potential output 
particularly complex. Given these adjustments and the slow 
growth of productivity in recent years, the Bank has slightly 
reduced its estimate of potential output growth for 2005 and 2006. 

The Bank’s base-case projection sees the Canadian economy 
remaining at capacity through 2007. Real GDP is expected to grow 
at about the same pace as potential output over the projection 
period, averaging 2.8 per cent in 2005, 2.9 per cent in 2006, and 
3 per cent the following year. 

With the economy operating at capacity and with the increase 
in energy prices, pressures on consumer prices are somewhat 
stronger than they were at the time of the July Update. The annual 
rate of increase in the consumer price index (CPI) probably spiked 
above 3 per cent in September. On the assumption that energy 
prices evolve in line with currently prevailing futures prices, CPI 
inflation is projected to average close to 3 per cent for the rest of 
2005 and for the first half of 2006 before returning to the 2 per cent 
target in the second half. In contrast, core inflation should remain 
below 2 per cent in coming months. But with the economy operating 


This report includes information received up to the fixed announcement date on 
18 October 2005. 
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Update: 


7 September—up 25 basis 
points to 2.75 per cent 


18 October—up 25 basis 
points to 3 per cent 
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at capacity and longer-term inflation expectations appearing to be 
well anchored, the Bank expects core inflation to return to 2 per 
cent by mid-2006. 

The Bank’s base-case outlook for output and inflation is sub- 
ject to a number of risks and uncertainties. Over the next four to 
six quarters, these risks include the adjustment of the Canadian 
economy to global developments, uncertainty about the current 
level and future growth of potential output, and the evolution of 
energy prices. These short-term risks appear to be balanced. But as 
we look further out to 2007 and beyond, there are increasing risks 
that the unwinding of global economic imbalances could involve a 
period of weak global growth. 

The Bank raised its key policy interest rate by 25 basis points 
on 7 September and again on 18 October, bringing it to 3 per cent 
(Civart-1). 

In line with the Bank’s outlook, and given that the Canadian 
economy now appears to be operating at capacity, some further 
reduction of monetary stimulus will be required to maintain a bal- 
ance between aggregate supply and demand over the next four to 
six quarters, and to keep inflation on target. However, with risks 
to the global outlook tilted to the downside as we look to 2007 and 
beyond, the Bank will monitor international developments partic- 
ularly closely. More generally, the Bank will continue to assess the 
adjustments and underlying trends in the Canadian economy, as 
well as the balance of risks, as it conducts monetary policy to keep 
inflation on target over the medium term. 
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2. RECENT DEVELOPMENTS IN INFLATION 


The 12-month rate of increase in the total CPI showed consider- 
able volatility over the first eight months of 2005 and averaged just 
over the Bank’s 2 per cent inflation-control target. The core rate of 
inflation,’ an indicator of the underlying trend, averaged 1.6 per 
cent over the same period. 


Inflation and the 2 per cent target 


The 12-month rate of increase in the total CPI showed marked 
volatility in the first half of 2005, moving in a range of 1.6 to 
2.4 per cent. This mainly reflected fluctuations in gasoline prices. 
Indeed, with the further substantial rise in crude oil prices since 
late May, total CPI inflation reached 2.6 per cent in August. It 
likely spiked above 3 per cent in September as a result of the surge 
in gasoline prices following disruptions to U.S. refinery produc- 
tion caused by recent hurricanes. 
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The core rate of inflation was 1.7 per cent in August (Chart 2). 
This was the rate projected for the third quarter in the July Update. 
Other measures of the trend rate of inflation that the Bank follows 
also continued to be below 2 per cent (Chart 3). 


1. The core measure of inflation excludes eight of the most volatile compo- 
nents of the total CPI and adjusts the remaining components to remove the 
effect of changes in indirect taxes. The eight components are fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, tobacco, and mortgage- 
interest costs. 


Total cPI inflation 
averaged slightly above 

2 per cent in the first eight 
months of 2005. 


Total cPI inflation has 
shown some volatility, 
reaching 2.6 per cent in 
August 2005. 


Core inflation and other 
measures of trend infla- 
tion remained below 

2 per cent. 


Economic growth was 
stronger than expected in 
the first half of 2005... 


... as final domestic 
demand rose strongly... 
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Chart 3 
Core CPI and Other Measures of the Trend Inflation Rate 
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* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


Decreases in the global prices of various consumer goods and 
the past appreciation of the Canadian dollar, which have contrib- 
uted to declines in the prices of many import-intensive goods, 
have remained an important source of downward pressure on core 
inflation so far in 2005. Fluctuations in motor vehicle prices have 
accounted for much of the short-term movement in the core rate of 
inflation. 


Factors at work on inflation 


Aggregate demand in Canada 


Real GDP increased at an annual rate of 2.7 per cent in the first 
half of 2005, faster than expected at the time of the July Update. 
Thus, the level of activity at mid-year was slightly higher than 
anticipated. The Bank’s monitoring of available information and 
its assessment of the modest adverse economic effects arising from 
the recent hurricane-induced disruption of the U.S. economy point 
to Canadian GDP growth of about 3 per cent in the third quarter 
of 2005. 

Final domestic demand continued to show strong gains in the 
first half of 2005 (Chart 4). Moreover, net exports were little 
changed, on balance, following a substantial reduction in the sec- 
ond half of last year. 
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Chart 4 
Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Net exports 
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The recovery in Canada’s exports in the first half of the year 
was supported by strong economic growth in the United States. 
The appreciation of the Canadian dollar through 2003 and 2004, 
which had contributed importantly to the decline in exports in the 
second half of 2004, did not appear to have significant additional 
adverse effects on the level of exports in the first half of 2005. 
Exports of machinery and equipment rose particularly strongly, 
while exports of automotive products eased. Imports also rose 
with the strength in final domestic demand, but were held back by 
a reduction in inventory investment. 

This decline in inventory investment largely reflected the 
response of manufacturers and wholesalers to the drop in foreign 
demand in the second half of 2004. Business capital spending, in 
contrast, continued to make significant gains during the first half 
of 2005, with strong investment in structures, as well as in 
machinery and equipment. Household expenditures also rose 
markedly as a result of further gains in real incomes and personal 
wealth. 

Data on narrow money are generally consistent with the 
Bank’s current monitoring of growth in real GDP of about 3 per 
cent in the third quarter of 2005 and some slowing in the fourth 
quarter (Chart 5). 


... and exports recovered 
while import growth 
eased. 


Business capital spend- 
ing made strong gains. 


The economy appears to 
have been operating at 
its production capacity 
at mid-year. 
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Chart 5 
Growth of Real GDP and Real M1+ 


Quarter-over-quarter percentage change at annual rates 


M1+* 
(left scale) 


(right scale) 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* Two-quarter moving average of growth in M1+ (deflated by the core CPI), one quarter earlier. 
M1+ has been adjusted to remove the effect of clone funds. 
** Third quarter growth in M1-+ is estimated based on July and August data. 


Estimated pressures on capacity 


The Bank’s conventional measure of the output gap suggests 
that the economy was operating at its production capacity in the 
second quarter of 2005 (Chart 6 and Technical Box 1). 

Statistics Canada’s measure of capacity utilization in the non- 
farm, goods-producing sector continues to indicate greater pres- 
sure on production capacity than the Bank’s conventional estimate 
of the output gap. As well, the proportion of companies reporting 
labour shortages in the Bank’s autumn Business Outlook Survey 
was well above average, while the percentage of firms reporting 
difficulties meeting an unanticipated increase in demand was also 
somewhat higher than average (Chart 7). The constraints are 
strongest in the construction, commodity-producing, and trans- 
portation services sectors. 

Other indicators, however, point to less pressure on capacity. 
The core rate of inflation has remained below 2 per cent since the 
end of 2003. Similarly, although some measures of wage increases 
have picked up, overall, wage gains have continued to be moderate. 

In the July Update, the economy was seen as operating a bit 
below its capacity in mid-2005. After reviewing all the indicators 
of capacity pressures, the Governing Council now judges that the 
economy was operating at its production capacity in mid-2005. 
This reflects both faster-than-expected growth in the first half of 
2005, and a judgment that the level of potential output is slightly 
lower than previously assumed. 
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Technical Box 1 


Actual Output Growth and Conventional Estimates of Potential Output Growth 


Potential output is the level of goods and services that the economy can produce 
on a sustained basis without adding to inflation pressures. It is not directly observable 
and must be estimated. The Bank estimates the conventional measure of potential out- 
put by decomposing movements in labour productivity and labour supply into their 
trend and cyclical components. The trend components of these two variables are then 
combined to generate a conventional measure of potential output. Movements in var- 
iables that can be observed directly—such as the labour participation rate, population 
growth, productivity growth, and wage and price inflation—are used to separate the 
trend and cyclical components in labour productivity and labour supply. Estimates of 
potential output are constantly updated as new data and the results of ongoing 
research become available. 

The Bank’s conventional measure of growth in potential output has fluctuated 
over time (Chart A), having declined from about 4 per cent in 1999 to about 2.5 per 
cent in 2002, following the downturn in the trend of labour productivity growth over 
that period. 

The output gap is the difference between the levels—not the growth rates—of 
actual and potential output. It is a measure of the amount of excess supply or excess 
demand in the economy (see Chart 6). A large margin of uncertainty surrounds these 
conventional estimates of potential output and the output gap, and considerable care 
must be taken in interpreting them. Because of this uncertainty, the Governing Coun- 
cil also examines a broader set of indicators when forming a judgment about capacity 
pressure (see www.bankofcanada/en/rates /indinf.html). 

Technical Box 2 deals with some of the factors that need to be taken into account 
in projecting future labour productivity growth and future potential output. 


Chart A 
Potential and Actual Output Growth 


Quarter-over-quarter percentage change at annual rate 
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Chart 6 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the third quarter of 2005 is based on a projected rise in output of 3 per cent 
(at annual rates) for the quarter. 


Chart 7 


Estimated Output Gap and Response to Business Outlook Survey 
Question on Capacity Pressures 

Some and 

significant 

difficulty** 

(left scale) 


Output gap* 
(right scale) 


2000 2001 2002 


* Difference between actual output and estimated potential output. Note the estimate for the third 
quarter of 2005 is based on a projected rise in output of 3 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating they would have either some or significant difficulty meeting an 
unanticipated increase in demand/sales. 
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Companies always face the challenge of adjusting to changes 
in their economic environment. Strong competition from newly 
industrialized economies (particularly China), the appreciation of 
the Canadian dollar, and rising energy prices have made the 
adjustment process even sharper than usual. The resulting large 
changes in the relative prices of commodities and manufactured 
goods have given rise to sectoral and regional differences in eco- 
nomic growth. 

Capacity constraints are most apparent in Western energy-pro- 
ducing provinces, where increases in oil and gas prices have 
raised revenues and generated gains in profits and investment. 
The sudden expansion in economic activity has created labour 
shortages—not just in the energy sector, but in other sectors that 
must compete for the same pool of workers. 

The situation for the manufacturing sector is somewhat differ- 
ent. Since manufacturing firms export a significant portion of their 
output, the large appreciation of the Canadian dollar since 2002 
has made their goods less competitive. 

Adapting to these rapid changes in their competitive position 
has been difficult for many firms. Nonetheless, evidence from the 
Bank’s surveys confirms that companies are adjusting to changing 
economic conditions. Moreover, the results of the Bank’s latest 
Business Outlook Survey suggest that investment and hiring inten- 
tions remain strong across all regions and most sectors, and that, 
overall, companies remain positive about the outlook. 


Costs 


The underlying rate of increase in wages, based on such meas- 
ures as the average hourly earnings of permanent workers and 
hourly labour compensation in the business sector, appears to 
have been in a range between 2 1/2 and 3 1/2 per cent in recent 
months (Chart 8). At the same time, the year-to-year gain in 
hourly labour compensation in the business sector picked up to 
2.7 per cent in the second quarter of 2005. 

Labour productivity in the second quarter of 2005 was up only 
0.6 per cent from its year-earlier level, after two years of virtually 
no growth. With this modest increase in productivity over the past 
year, unit labour costs in the business sector in the second quarter 
of 2005 were 2 per cent higher than year-earlier levels (Chart 9). 

The persistence of the weakness in realized labour productiv- 
ity growth is increasingly at odds with the Bank’s assumption of 
13/4 per cent growth in trend labour productivity, which underlies 


x3 


Sectoral and regional 
differences in economic 
growth are becoming more 
apparent as firms adjust 
to shifts in relative prices. 


Unit labour costs in the 
second quarter were up 2 per 
cent from year-earlier levels. 


Growth in labour produc- 
tivity has been weak. 
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Chart 8 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 
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* Source: Labour Force Information, last data point plotted = September 2005 
** Source: Human Resources Development Canada, last data point plotted = August 2005 


Chart 9 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per 
person-hour Unit labour costs 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 


our assumption of 3 per cent growth in potential output. Weak- 
ness in labour productivity growth has been broad based, showing 
up in the manufacturing, construction, and services sectors (Techni- 
cal Box 2). While a number of sector-specific factors are contribut- 
ing to this weakness, a common factor may be that the economy 
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Technical Box 2 
Productivity Developments in Canada 


After growing at a robust 2.1 per cent annual rate between 1996 and 2000, labour pro- 
ductivity in the Canadian business sector slowed in the early part of this decade, and 
growth then averaged close to zero in 2003 and 2004. In the first half of 2005, productivity 
has picked up slightly, growing by about 0.7 per cent on a year-over-year basis.! 

The strong growth in productivity in the latter part of the 1990s was largely associ- 
ated with the manufacturing sector and the production of information and communica- 
tions technologies (ICT) equipment, as well as an increase in the capital-labour ratio 
(capital deepening). Wholesale and retail trade also posted a strong performance. 

The recent productivity slump reflects a marked slowing in both capital deepening 
and efficiency gains from using capital and labour. By sector, labour productivity growth 
initially slowed in manufacturing, followed by construction. The more pronounced slow- 
ing in business sector productivity growth in 2003 and 2004 came through the services 
sector. Weakness was widespread, but of particular note was the much lower growth in 
finance, insurance, and real estate. 

The decreased productivity in construction could result from the use of less-experi- 
enced labour drawn into the sector in the face of sustained demand. Measurement issues 
and difficulties in effectively integrating ICT equipment may be playing a role in the 
decline in productivity within the services sector. Some of the recent weakness in produc- 
tivity growth may also be a by-product of the adjustment of businesses and their workers 
to the appreciation of the Canadian dollar, higher energy prices, and new sources of com- 
petition, particularly from newly industrialized economies in Asia (see Technical Box 1, 
April Report). 

Despite the recent poor performance in labour productivity growth, there are signs 
that it should strengthen. First, growth in manufacturing productivity began to increase 
in late 2004, owing to the resurgence of productivity growth in industries such as compu- 
ter equipment, machinery, and transportation equipment. Second, investment spending 
has risen sharply, which should lead to further capital deepening. Third, as the adjust- 
ment process advances, and firms align their capital investments and labour inputs with 
global developments, productivity growth can be expected to recover. 

With this in mind, the Governing Council continues to assume that trend labour pro- 
ductivity will increase at about 1 3/4 per cent, which, combined with growth in trend 
labour input of about 11/4 per cent, implies growth in potential output of 3 per cent. 
However, given that our best estimate is that potential growth has been running closer to 
2.5 per cent in the past few years (as discussed in Technical Box 1) and that it may take 
time for the economy to fully adjust to the new relative price environment, the base-case 
projection described in Section 4 of this Report assumes that growth in potential output 
returns gradually to 3 per cent by 2007. 


1. Analysts typically focus on productivity growth in the business sector because of problems 
in measuring productivity in the public sector. Nevertheless, over time, productivity growth 
in the total economy and in the business sector have been very similar. 
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Canada’s terms of trade 
continued to improve in 
the first half of 2005, but 
at a slower pace. 


Natural gas prices have 


increased significantly... 


... while, overall, the 
prices of non-energy 
commodities are largely 
unchanged. 
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has been working through significant adjustments to large 
changes in relative prices. Taken together, the observed weakness 
in labour productivity, the ongoing adjustments across sectors, 
and the evidence of capacity pressures all suggest that growth in 
trend labour productivity has been running below 1 3/4 per cent 
in the recent period and could take some time to return to that 
rate. 


Commodity prices and the terms of trade 


The year-to-year rise in Canada’s terms of trade eased substan- 
tially during the first half of 2005, as the global prices of many of 
Canada’s exports of agricultural and industrial commodities stabi- 
lized. As a result, the chain price index for GDP (a broad price 
measure of the goods and services produced in Canada) rose 
2.2 per cent between the second quarter of 2004 and the second 
quarter of 2005, which was considerably less than the year-to-year 
gain over much of the preceding year (Chart 10). 

Crude oil prices, which were US$58 per barrel at the time of 
the July Update, averaged US$63 per barrel in the 10 days ending 
on 14 October 2005. The large increase in crude oil prices since the 
end of 2003 has resulted mainly from a substantial rise in the glo- 
bal demand for energy. Natural gas prices have surged in recent 
months, moving from just under US$8 per MMBtu at the time of 
the July Update, to about US$14 per MMBtu in the 10 days ending 
on 14 October, owing to hurricane-related supply disruptions in 
U.S. production, as well as the effects of particularly hot summer 
weather in the United States on electricity demand and, hence, on 
the demand for natural gas. 

Overall, the prices of non-energy commodities have changed 
little since mid-2005 (Chart 11). Lumber prices have eased as a 
result of increased supplies. At the same time, the impact of sev- 
eral strikes constrained supply and contributed to a further rise in 
metals prices. 

The substantial increases in the prices of natural gas and crude 
oil since mid-2005 are expected to lead to an improvement in Can- 
ada’s terms of trade and real income, resulting in further pro- 
nounced gains in corporate profits. 
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Chart 10 
Chain Price Index for GDP, Core CPI, and Total CPI 
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3. FINANCIAL DEVELOPMENTS 


Since the April Monetary Policy Report, financing conditions 
have continued to be favourable, and risk premiums have 
remained low.” Business and household credit continue to advance 
at a steady pace. The Canadian dollar has appreciated against the 
U.S. dollar and other major currencies over the same period. 


Credit conditions 


Business-credit conditions have remained advantageous for 
borrowers since the April Report, both in Canada and globally. In 
financial markets, corporate bond yields and credit spreads have 
remained low for both investment-grade and non-investment- 
grade borrowers (Chart 12). Narrow credit spreads reflect healthy 
corporate balance sheets, continued investor demand for higher- 
yielding securities, and a high level of liquidity in global financial 
markets. Easy access to capital markets is indicated by the robust 
growth in the gross issuance of corporate bonds. 


Chart 12 


Selected Canadian Corporate and International Credit Spreads 
Basis points, monthly average 


U.S. high yield** 
(left scale) 


Canada BBB* 


(right scale) ee ee 


Canada A* 
(right scale) 


* Spreads against yields on Canadian government bonds 
** Spreads against yields on U.S. government bonds 
Source: Merrill Lynch, JPMorgan Chase & Co. 


Equity markets in the United States are broadly unchanged 
from the time of the April Report, but most other major equity 
markets have risen, partly reflecting strong corporate profits. In 


2. Since discussion of financial developments was limited in the July Update, 
this section reviews developments since the April Monetary Policy Report. 
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Canada, the TSX composite index increased by about 9 per cent, 
led by gains in energy-sector stocks over the period. 

Total business credit continued to grow at about 6 per cent per 
annum (Chart 13). Growth in both short-term and long-term busi- 
ness credit remains solid. One factor driving the demand for credit 
has been investment to enhance efficiency. Investments aimed at 
increasing capacity appear to be primarily in the energy sector. 

On the household side, strong consumption and activity in the 
housing market continue to be supported by rapid growth in total 
household credit (Chart 13). Robust employment growth and low 
interest rates continue to keep household balance sheets healthy, 
as indicated by a historically low debt-servicing ratio and a low 
delinquency rate. 


Chart 13 


Business and Household Credit 
Year-over-year percentage change 
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Yield curves and the exchange rate 


Yields on short-term U.S. bonds have risen, while those on 
longer-term issues have moved up modestly since the April Report 
(Chart 14). The increase in yields at the short end mainly reflects 
increases in the federal funds rate, which now stands at 3.75 per 
cent. U.S. federal funds futures currently imply a policy rate of 
4.25 per cent by the end of 2005, a level that is modestly higher 
than was implied by futures prices at the time of the last Report. 

The low level of yields on long-term bonds in the United 
States and in most industrial countries seems to be largely 
explained by factors pushing up desired global savings relative to 
business investment. 
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Canadian policy rates remain below those in the United States. 
This has resulted in a wider differential between U.S. and Cana- 
dian interest rates across the yield curve. Yields on two-year Cana- 
dian bonds are approximately 80 basis points below those on U.S. 
Treasuries, compared with 60 points lower at the time of the April 
Report. Yield spreads on longer-term bonds have also continued to 
widen. 


Chart 14 


Term Structure of Interest Rates in Canada and the United States 
Yields on government bonds and commercial paper 
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After trading in a range of 79 to 83 cents U.S. for most of 2005, 
the Canadian dollar has been trading in a higher range of 84 to 
86 cents U.S. since late summer (Chart 15). Most other major cur- 
rencies have weakened against the U.S. dollar over that same 
period. As a result, the Canadian dollar has risen more sharply 
against other major currencies. The recent strength in the Cana- 
dian dollar appears to be underpinned by fundamental factors, 
including higher energy prices and Canada’s generally solid eco- 
nomic performance. 
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Chart 15 
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4. THE OUTLOOK 


The outlook begins with a base-case projection for the global 
and Canadian economies and for inflation. The base case has been 
developed assuming energy prices consistent with current futures 
prices; a smooth and orderly resolution of global imbalances over 
the medium term, involving a modest and gradual further real 
effective depreciation of the U.S. dollar; and a relatively stable 
Canada-U.S. exchange rate over the policy horizon. This is fol- 
lowed by a discussion of the risks surrounding the projection. 
These risks are particularly noteworthy as we look to 2007 and 
beyond, given the uncertainties related to the manner in which 
global imbalances will be unwound. 


International background 


In the Bank’s base-case projection, the profile for crude oil and 
natural gas prices is based on current futures prices. This implies 
that the price for crude oil will be just below US$65 per barrel 
through 2006 and 2007. Natural gas prices are assumed to remain 
at or above US$10 per MMBtu through 2007Q1 before falling below 
US$10 per MMBtu through the rest of 2007 (Chart 16). These higher 
energy prices are expected to have a small restraining effect on 
both aggregate supply and demand in the global economy. 

Real prices for non-energy commodities are assumed to remain 
near current levels through 2006 and 2007, since supply is 
expected to expand roughly in line with demand. 


Chart 16 


Crude Oil and Natural Gas: Spot and Futures Prices‘ 
US$/MMBtu (Million Btu) Monthly US$/barrel 
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The base-case outlook for GDP growth in the United States and 
in the major Overseas economies suggests that the global economy 
will continue to expand at about 4 per cent per year over the pro- 
jection horizon (Table 1). 

Economic growth in Asia is expected to remain robust, despite 
higher energy prices. China and the other Asian newly industrial- 
ized economies continue to expand rapidly, and will continue to 
do so over the next few years. As well, the economic expansion in 
Japan appears to be building momentum. The rate of inflation in 
Japan is expected to turn positive by the end of 2006. 

In contrast, growth in euro zone economies remains sluggish 
and is expected to average 1.2 per cent in 2005, a somewhat 
weaker performance than anticipated at the time of the last Report. 
Economic activity in the euro zone has not been as strong as 
expected, partly reflecting uncertainty concerning labour market 
and other structural reforms, as well as higher energy prices. GDP 
growth in the euro zone is projected to pick up gradually over the 
next two years as domestic demand recovers. 

Data on the U.S. economy suggest that growth has been rela- 
tively strong. Real U.S. GDP expanded at an annual rate of 3.3 per 
cent in the second quarter of 2005. Monthly indicators support a 
further pickup in activity in the third quarter, led by particularly 
robust housing activity and consumer spending. The effects of 
Hurricane Katrina and higher energy prices will, however, have a 
dampening impact on the U.S. economy for the remainder of this 
year. 

Accordingly, U.S. GDP is expected to grow by 3.5 per cent in 
2005, somewhat less than the 3.7 per cent anticipated at the time 
of the July Update. Economic activity is expected to pick up 
slightly in 2006, as the adverse effects of higher energy prices are 
more than fully offset by increased construction associated with 
the cleanup and rebuilding of storm-damaged areas.’ In 2007, the 
U.S. economy is expected to slow modestly, as domestic demand 
retreats, owing to increases in U.S. policy rates and increased 
household and government savings. 

This base-case projection assumes that global imbalances will 
be resolved over an extended period, with relatively modest year- 
to-year movements. Thus, the U.S. current account deficit, which 
is largely matched by surpluses in Asia and in oil-exporting countries, 


3. Overall growth in U.S. real GDP in 2005 is expected to be reduced by 0.1 per 
cent at annual rates as a result of the economic disruption caused by Hurri- 
cane Katrina. In 2006, real GDP growth is projected to be 0.1 per cent higher, 
owing to the reconstruction effort, but growth could be slightly stronger, 
depending on the extent of the reconstruction funded by the federal govern- 
ment. 
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Economic growth is 
expected to remain strong 
UEASIA’s =. 


... but has been weaker 
than expected in the 
euro area. 


U.S. GDP growth is 
expected to remain solid 
in 2006 and 2007. 


Solid growth in final 
domestic demand is 
expected to support 
economic expansion in 
Canada through 2007. 


A solid pace of growth in 
consumer expenditures is 
projected in 2006 and 
2007. 
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starts to gradually unwind in 2007. This unwinding involves 
increased domestic demand in Asia, Europe, and oil-exporting 
countries in 2007; an increase in private and public savings in the 
United States; and a further real effective depreciation of the U.S. 
dollar, which shifts demand towards U.S. exports and reduces the 
U.S. demand for foreign imports. 


Table 1 
Global Growth Projections 


Share of real Expected growth (per cent) 
global GDP* 
United States nett Jez top 3.5 [0.74] 3.6 [0.76] 3.2 [0.67] 


European Union Poems P2025) Pe NO32I 2.2 [0.42] 


Pim | tear Ps | 22m 
[ewawasmne fm vsuan [ana | r2nam 
foe |e ater | asia) [asa 
EN PETA ON 


GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2004. Source: IMF, WEO Database, April 2005 

b. Numbers in square brackets represent the contribution of each region to the global eco- 
nomic growth rate in percentage points. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special Administra- 
tive Region), South Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada 


Aggregate demand and supply in Canada 


In the base-case projection for Canada, solid growth in final 
domestic demand is expected to continue to contribute impor- 
tantly to economic expansion in the second half of 2005 and 
through 2006 and 2007. 

Several factors point to further strong increases in business 
investment. These include an expanding global economy and indi- 
cations that energy and non-energy commodity prices will remain 
high for some time, the high rate of capacity utilization in a 
number of capital-intensive industries, continued favourable 
financial conditions, strong profit levels and balance sheets, and 
earlier reductions in the prices of imported machinery and equip- 
ment. 

After a substantial advance in 2005, consumer spending is 
expected to rise solidly through 2006 and 2007, albeit at a more 
modest pace than in 2005 and somewhat less than projected in the 
July Update (Table 2). Higher energy prices will tend to dampen 
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Table 2 
Contributions to Average Annual Real GDP Growth 
Percentage points* 


2005 


2.2) (222) 


1.6 (1.8) 


Ny/ 
32 


Consumption 


0.3 (0.2) 


Government 0.7 (0.8) 


Business fixed investment 


0.9 (0.9) 0.8 (0.8) 


4.1 (4.1) 3.2 (3.4) 


Subtotal: Final domestic demand 


Exports 
Imports 
Subtotal: Net exports 


Inventories 


1.3 (1.4) 


-2.7 (-2.8) 
-1.4 (-1.4) 


0.1 (0) 


DQ) 


-2.3 (-2.2) 


-0.2 (0) 


0 C01) 


1.6 


-1.8 


=U 
0 
3.0 


GDP 2.8 (2.7) 29620) 


* Figures in parentheses are from the scenario in the July Update. 


consumption growth (Technical Box 3), as will the slightly lower 
income growth from the lower assumed profile for potential out- 
put. Nonetheless, still-robust gains in real incomes and relatively 
low long-term interest rates should help support the pace of con- 
sumer spending in 2006 and 2007. Consumer confidence, which 
recently fell in the immediate wake of hurricanes in the United 
States, is expected to recover. Housing investment is expected to 
be little changed, on balance, following strong increases in recent 
years. 

The base-case outlook continues to incorporate an assumption 
of relatively strong growth in total spending on goods and serv- 
ices by all levels of government combined, with overall spending 
on goods, services, and transfers rising at about the same rate as 
revenues. 

With continued strong growth in the U.S. economy, exports are 
expected to continue to rise, while strong investment in machinery 
and equipment will continue to stimulate imports. The adjustment 
of exports and imports to the appreciation of the Canadian dollar 
through 2003 and 2004 is now well advanced. But, on the assump- 
tion that the Canadian dollar continues to trade in its recent range 
of 84 to 86 cents U.S., there will be further effects on trade. While 
there is considerable uncertainty regarding the speed and magni- 
tude of the effects of exchange rate movements on net exports, on 
balance, net exports are expected to exert a small drag on overall 
growth through 2006 and 2007. This is a somewhat weaker track 
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... while net exports will 
exert a small drag. 
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Technical Box 3 
The Economic Effects of Higher Energy Prices for Canada 


Fluctuations in the global prices of energy commodities affect economic activity through 
various channels (Stuber 2001). As a net exporter of oil, petroleum products, and natural gas, 
Canada would see its terms of trade, and therefore its real income, increase as energy prices 
rise. But since most of Canada’s important trading partners are net importers of energy, higher 
energy prices could be expected to reduce their demand for Canada’s exports. Energy-price 
increases would also raise the operating costs of Canadian businesses and reduce the real 
incomes of households, while transferring income to oil and gas producers. 

Energy-price movements importantly affect the composition of aggregate demand in 
Canada and have differing sectoral and regional effects. 

A sustained increase in the price of West Texas Intermediate crude oil of US$10 per bar- 
rel could directly raise Canada’s real income by close to 0.3 per cent. It is estimated that 
ageregate activity in Canada could edge up by about 0.1 per cent after three years, as capital 
spending by oil and gas companies and spending by governments gradually increase (Table 
Ay On the other hand, exports, consumer spending, and investment by non-energy firms 
would likely be somewhat lower. In the short run, aggregate activity would likely be lower 
by about 0.1 per cent, as decision, planning, and regulatory lags, together with tight markets 
for many inputs (including labour), would probably limit the initial response of the energy 
sector to increased revenues. 

A sustained 20 per cent rise in the U.S.-dollar price of natural gas is estimated to raise 
aggregate activity in Canada by a somewhat larger amount after three years—about 0.2 per 
cent. The adverse effects of higher natural gas prices on U.S. demand for Canadian products 
would be expected to be considerably smaller than those of a similar oil-price increase, since 
the United States is much less dependent on natural gas imports than on foreign supplies of 
crude oil and petroleum products. 


Table A 
Estimated Impact of an Increase of US$10 per Barrel in Oil Prices on 
Canada’s Real GDP and Its Components 
Percentage difference from control level 


*It is assumed that the increased government revenues stemming from higher oil prices are either saved 
or spent on goods and services. Part of these higher revenues might instead be returned to households 
in the form of either increased transfer payments or reduced taxes. The estimated impact on consump- 
tion would then be less negative than shown in Table A, while the impact on government spending 
would be less positive. The overall effect on economic activity should be largely unchanged. 


1. The estimates shown in Table A are based on an extension of the analysis undertaken in Stu- 
ber (2001). First, the effects of an oil-price increase on the incomes of energy and non-energy 
businesses, households, and the government sector are assessed, along with their impact on for- 
eign demand for Canadian products. These effects, together with assumptions for the marginal 
propensities to spend and to import, are then used to estimate the effect of the oil-price increase 
on the various components of GDP. 

2. Factors that have limited the actual increase in the profits of oil and gas companies over the past year, 
as the prices of energy commodities rose, have included the further appreciation of the Canadian dollar, 
oil-price hedging programs, and weakness in the price of heavy crude oil relative to that of light crude. 


26 


MONETARY PO UINSVYA REP ORDA ={“O28CTOBER 2005 


Chart 17 
Real Gross Domestic Product for Canada 


Quarter-over-quarter 


percentage change, 
at annual rates 


Year-over-year 
. percentage change 


e* 


2001 2002 2003 2004 2005 


* The letter ‘“e” denotes estimate based on available indicators. 


for net exports in 2006 than that in the July Update, owing largely 
to the stronger Canadian dollar.* 

The Bank’s base-case projection therefore calls for economic 
growth, on an average annual basis, to be 2.8 per cent in 2005 ris- 
ing gradually to 2.9 per cent in 2006 and to 3.0 per cent in 2007. 
This is in line with the latest Consensus Economics outlook. The 
outlook for growth is a little higher in 2005 and a little lower in 
2006 than at the time of the July Update, reflecting the elimination 
of the output gap and a modest reduction in the assumed growth 
rate of potential output through 2005 and 2006.° 

On a quarterly basis, the Bank projects that real GDP growth 
will edge down to about 3.0 and 2.7 per cent in the third and 
fourth quarters of 2005, respectively. It will then increase modestly 
to close to 3 per cent over the four quarters of 2006 and through 
2007 (Chart 17, Table 3). This base-case projection incorporates 
some further reduction in monetary stimulus to maintain a bal- 
ance between aggregate supply and demand in the Canadian 
economy and thus keep inflation on target. The economy contin- 
ues to operate at about its production capacity throughout the 
projection horizon. 


4. Somewhat weaker growth in U.S. GDP resulting from Hurricane Katrina is 
expected to dampen Canadian net exports in the third and fourth quarters of 
2005, but the effect will be muted, since half of the negative impact in the 
United States will be in the three affected states that, together, account for only 
about 1 per cent of total Canadian exports. 

5. As discussed in Technical Box 2, while we have retained the assumption 
that potential output will grow at 3 per cent for 2007, it is assumed to grow at 
2.8 per cent in 2005 and 2.9 per cent in 2006, reflecting recent low productivity 
growth and the significant amount of adjustment taking place in the Canadian 
economy in response to large relative price changes. 


oT 


Canada’s GDP is 
projected to grow, on 
average, by about 

2.8 per cent in 2005, 

2.9 per cent in 2006, and 
3 per cent in 2007 . -. 


... with the economy 
operating at its produc- 
tion capacity over the 
projection horizon. 


While indicators of 
near-term inflation 
expectations have 
edged up, longer-term 
measures remain well 
anchored to 2 per cent. 


Total CPI inflation is 
projected to average close 
to 3 per cent for the rest of 
2005 and for the first half 
of 2006, before returning 
to the 2 per cent target in 
the second half of 2006. 


Core inflation is expected 
to average about 1.6 per 
cent over the remainder 
of 2005... 


... before returning to 2 
per cent by mid-2006. 
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The base-case projection for inflation 


Although most indicators of near-term inflation expectations 
that the Bank follows have edged up in recent months, key 
medium- and longer-term measures remain well anchored to the 
2 per cent target. While 70 per cent of firms in the Bank’s autumn 
Business Outlook Survey expect CPI inflation to be within a range of 
1to3 per cent, on average, over the next two years, the percentage 
of respondents expecting inflation to be above 3 per cent rose 
appreciably from the preceding survey. Nevertheless, the average 
private sector forecast for total CPI inflation over the longer term is 
near 2 per cent (Consensus Economics Inc. 2005). 

Total CPI inflation is projected to average near to 3 per cent for 
the rest of 2005 and for the first half of 2006, before returning to 
the 2 per cent target in the second half of 2006. For the next year 
or so, total CPI will continue to be importantly affected by recent 
developments in the market for crude oil, natural gas, gasoline, 
and heating oil (Chart 16). While gasoline prices, on a month-to- 
month basis, are expected to ease somewhat through to early 2006, 
consumer prices for natural gas are projected to increase consider- 
ably over the same period, as recent increases in wholesale prices 
become reflected in regulated prices and contracts. 

Core inflation is projected to continue to average close to 
1.6 per cent through to the end of 2005. The past appreciation of 
the Canadian dollar, together with expected ongoing reductions in 
the world prices of some consumer goods (owing to increasing 
supplies from countries such as China) and some temporary 
effects related to automobile prices, are exerting some downward 
pressure on inflation. 

With the economy expected to be operating at production 
capacity and inflation expectations well anchored, total CPI infla- 
tion should decrease to the 2 per cent target in the second half of 
2006. The core rate is projected to rise to 2 per cent by mid-2006 
and to remain there through 2007 (Table 3), owing to these same 
factors. This assumes that there is little pass-through from higher 
oil and natural gas prices and the recent appreciation of the Cana- 
dian dollar into core inflation, consistent with experience in recent 
years. 

Increases in average hourly earnings of permanent workers are 
expected to rise over the projection period. At the same time, how- 
ever, with a significant improvement in the growth of labour pro- 
ductivity, the projected year-to-year increase in unit labour costs 
over this period, should remain around 2 per cent. 
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Table 3 
Summary of the Base-Case Projection* 


EC 
Real GDP A 4 AN A, Bo : 3.0 13-0 
(quarter-to-quarter percentage change 
at annual rates) (Ca) A638) G5) P| EG) R838) 
Real GDP PO Vee 2.8 eet eee wae 2.9 | 3.0 
(year-over-year percentage change) (2.4) | (2.6) | (3.0) | (3.2) | (3. 
Core inflation 1.6 1.6 17, 1.9 | 2.0] 2.0} 2.0 
(year-over-year percentage change) UY) MARTON ED GED (GIy, 
Total CPI 26dy| F291 12.8.) oZ84) 2.0 1.9 1.9 
(year-over-year percentage change) C2 CY) CoD | 2a) eo) 
WTI ** 63 63 64 64 64 63 62 
(level) (60) | (61) | (61) | (61) | (60) 
* Figures in parentheses are from the July Monetary Policy Report Update. 


** Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an 
average of futures contracts over the two weeks ending 14 October 2005 
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Risks to the base-case projection 


The base-case projection incorporates a number of assump- 
tions: global energy prices evolve in line with current futures 
prices; productivity growth in Canada continues to recover; there 
is little feed-through from higher oil and gas prices into core infla- 
tion; there is a gradual unwinding of global imbalances; and the 
Canadian dollar continues to trade in its recent range relative to 
the U.S. dollar. Clearly there are risks and uncertainties around 
each of these assumptions. 

Over the next four to six quarters, risks to the base-case projec- 
tion for Canada appear to be balanced. There are both upside and 
downside risks to global economic activity, stemming primarily 
from future energy prices and the pace of growth in China. For 
Canada, these global risks could affect the evolution of net 
exports, commodity prices, and the exchange rate. 

Adjustment to the appreciation of the Canadian dollar, higher 
commodity prices, and increased competition from China and 
other newly industrialized economies is so far proceeding in line 
with expectations. However, there are still both upside and down- 
side risks to exports and imports as this continuing adjustment 
unfolds. 

The ongoing adjustment and large relative price changes also 
pose some risks to the outlook for inflation. While the balance of 
indicators suggests that the economy is operating at its production 
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potential, sectoral and regional shifts occurring in the Canadian 
economy make the overall assessment of capacity pressures partic- 
ularly complex. With the economy operating at its production 
potential, there is also the risk that higher energy costs could feed 
through more broadly to the prices of non-energy goods and serv- 
ices, increasing the upward pressure on inflation. The risk of this 
affecting longer-term inflation expectations should be mitigated, 
however, by monetary policy clearly focused on achieving the 
2 per cent target. 

Looking to 2007 and beyond, there are risks related to the man- 
ner in which global imbalances will be unwound. The imbalances 
remain sizable, and the longer they persist without appropriate 
policy actions being taken, the higher is the risk that their resolu- 
tion could involve a period of weakness in worldwide aggregate 
demand. 

The principal risk is that, as the savings rates of households 
and governments begin to rise in the United States, domestic 
demand elsewhere in the world fails to pick up sufficiently to sus- 
tain global demand. Uncertainty related to structural reform appears 
to have resulted in increased precautionary savings in significant 
parts of Europe, while in China the need to self-insure against 
health risks and to provide for education costs is leading house- 
holds to save a very large proportion of their income gains. More 
recently, higher oil prices are shifting current account surpluses 
towards oil-exporting countries, which may dampen global 
demand if these increased oil revenues do not translate suffi- 
ciently into increased import demand by these countries. For the 
base-case projection to be realized, U.S. consumers and governments 
need to spend less and save more, and policy actions need to be 
taken elsewhere to encourage stronger domestic demand. 

There is also the risk of an abrupt and disorderly adjustment. 
This would likely involve large movements in exchange rates and 
other asset prices and a sharp slowing in the world economy. The 
economic cost for the world economy would be greater if some 
countries resist fundamental exchange rate movements or if there 
is a rise in protectionism. 

For Canada, the risks of weaker global demand beginning 
some time in 2007 would imply less demand for Canadian prod- 
ucts, less buoyancy in commodity prices and, hence, less growth 
in business investment. A sharp depreciation of the U.S. dollar 
against the Canadian dollar, as part of a broader currency adjust- 
ment, would further exacerbate the negative impact on the 
demand for Canadian-produced goods. Such weaker demand 
would have implications for the conduct of monetary policy. 
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MONETARY POLICY REPORT 


— October 2005 - 


Summary 


Overview 


The global economy has contin- 
ued to grow at a robust pace since the 
July Monetary Policy Report Update. 
Canada’s economic growth in the first 
half of the year was somewhat strong- 
er than had been expected. Overall, 
the economy now appears to be oper- 
ating at full production capacity. 

At the same time, the global and 
Canadian economies have continued 
to experience significant movements 
in energy prices. While the spikes in 
crude oil and gasoline prices caused 
by hurricanes in the Gulf of Mexico 
have already reversed, prices for nat- 
ural gas and heating oil, as well as 
gasoline, are substantially higher 
than they were at the time of the July 

~ Update. 

As well, the Canadian dollar has 
been trading in a higher range against 
the U.S. dollar since late summer, and 
has strengthened even further against 
other major currencies. This recent 
strength appears to be underpinned 
by fundamental factors, including 
high prices for crude oil and natural 
gas and Canada’s generally solid eco- 
nomic performance. 

Past and recent movements in en- 
ergy prices and in the exchange rate 
for the Canadian dollar, along with 
competitive pressures from China 


and other newly industrialized econ- 
omies, are giving rise to significant 
ongoing adjustments in the Canadian 
economy. This has resulted in consid- 
erable variation in the growth patterns 
of sectors and regions, making an 


Highlights 


e The Canadian economy appears to be 
operating at full capacity. 


The Bank projects that the Canadian 
economy will grow in line with produc- 
tion potential through 2007. 


CPI and core inflation are expected to be 
2 per cent in the second half of 2006. But 
CPI inflation will average near 3 per cent 
until then, boosted by high energy 
prices. 


The risks to the Bank’s outlook appear 
balanced over the next four to six 
quarters, but are tilted to the downside 
through 2007 and beyond. 


In line with the Bank’s outlook, some 
- further reduction of monetary stimulus 
will be required. 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 
The Report is based on information received up to the fixed announcement date on 18 October 2005. 
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assessment of overall capacity pres- 
sures and of the future growth of po- 
tential output particularly complex. 


90-Day Commercial Paper Rate, 
Target for the Overnight Rate, 
and Target for the Federal Funds Rate 


Given these adjustments and the slow 
growth of productivity in recent years, 
the Bank has slightly reduced its esti- 
mate of potential output growth for 
2005 and 2006. 

The Bank’s base-case projection 
sees the Canadian economy remain- 
ing at capacity through 2007. Real GDP 
is expected to grow at about the same 
pace as potential output over the pro- 
jection period, averaging 2.8 per cent 
in 2005, 2.9 per cent in 2006, and 3 per 
cent the following year. 

With the economy operating at 
capacity and with the increase in en- 
ergy prices, pressures on consumer 
prices are somewhat stronger than 
they were at the time of the July Up- 
date. The annual rate of increase in the 
consumer price index (CPI) probably 
spiked above 3 per cent in September. 
On the assumption that energy prices 
evolve in line with currently prevail- 
ing futures prices, CPI inflation is pro- 
jected to average near 3 per cent for 
the rest of 2005 and for the first half of 
2006 before returning to the 2 per cent 
target in the second half. In contrast, 
core inflation should remain below 
2 per cent in coming months. But with 
the economy operating at capacity 
and longer-term inflation expecta- 
tions appearing to be well anchored, 
the Bank expects core inflation to re- 
turn to 2 per cent by mid-2006. 

The Bank’s base-case outlook for 
output and inflation is subject to a 
number of risks and uncertainties. 
Over the next four to six quarters, 
these risks include the adjustment of 
the Canadian economy to global de- 
velopments, uncertainty about the 
current level and future growth of po- 
tential output, and the evolution of 
energy prices. These short-term risks 
appear to be balanced. But looking fur- 
ther out to 2007 and beyond, there are 
increasing risks that the unwinding of 


Daily 


90-day 
commercial 
paper rate 


Target for the 
overnight rate 


Target for the ; 
ae, , U.S. federal funds rate ,-—' 


global economic imbalances could in- 
volve a period of weak global growth. 

The Bank raised its key policy in- 
terest rate by 25 basis points on 7 Sep- 
tember and again on 18 October, 
bringing it to 3 per cent. 

In line with the Bank’s outlook, 
and given that the Canadian economy 
now appears to be operating at capac- 
ity, some further reduction of mone- 
tary stimulus will be required to 
maintain a balance between agere- 
gate supply and demand over the 
next four to six quarters, and to keep 
inflation on target. However, with 
risks to the global outlook tilted to the 
downside as we look to 2007 and be- 
yond, the Bank will monitor interna- 
tional developments particularly 
closely. More generally, the Bank will 
continue to assess the adjustments 
and underlying trends in the Canadi- 
an economy, as well as the balance of 
risks, as it conducts monetary policy 
to keep inflation on target over the 
medium term. 


Recent Developments 


CPI inflation was quite volatile 
over the first eight months of 2005, 
owing to fluctuations in energy prices 
—particularly gasoline prices. It aver- 
aged slightly above the Bank’s 2 per 


1996 


1997 


1998 1999 2000 2001 
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Estimated Output Gap* 


Difference between actual output and estimated potential output 


2002 2003 2004 2005 


* The shading around the values of the estimated output gap shows 

(from darkest to lightest) confidence intervals of 25 per cent, 50 per cent, 
75 per cent, and 95 per cent. 

Note: The estimate for the third quarter of 2005 is based on a projected rise in 
output of 3 per cent (at annual rates) for the quarter. 


cent target during this time, while 
core inflation averaged 1.6 per cent. 

Real GDP grew at an annual rate of 
2.7 per cent in the first half of 2005— 
somewhat stronger than projected. 
Final domestic demand continued to 
expand strongly. 

At the time of the July Update, the 
Bank said that it expected the Canadi- 
an economy to have a slight amount 
of unused capacity at mid-year. The 
Governing Council now judges that 
the economy was operating at full ca- 
pacity in the second quarter of 2005. 


Prospects for Growth and 
Inflation 


The Bank’s base-case outlook for 
the global and Canadian economies in- 
corporates a number of assumptions. 
These include energy prices consistent 
with current futures prices; a smooth 
and orderly resolution of global imbal- 
ances, involving a modest further de- 
preciation of the U.S. dollar; and a 
relatively stable Canada-U.S. exchange 
rate in the recent range of 84 to 86 cents 
U.S. over the projection period. 

The Bank’s base-case outlook sug- 
gests that global economic growth 
will continue at about 4 per cent per 
year, since growth in China and other 
newly industrialized Asian econo- 
mies should remain strong. The U.S. 


economy is expected to grow by 
3.5 per cent in 2005, somewhat less 
than the 3.7 per cent forecast in the 
July Update, mainly because of higher 
energy prices and the disruptive eco- 
nomic effects of hurricanes. Growth 
should pick up in 2006, since the ef- 
fect of higher energy prices should be 
more than offset by spending on re- 
construction efforts. U.S. growth is 
forecast to ease modestly in 2007, as 
domestic demand begins to slow in 
the face of higher policy interest rates 
and increased net savings by house- 
holds and governments. 

In Canada, the Bank projects that 
robust final domestic demand will 
continue to support economic growth 
through 2007. Business investment is 
expected to continue to increase 
strongly. Consumer spending should 
also continue to rise but at a some- 
what slower pace than forecast in the 
July Update, partly because of higher 
energy prices. Housing investment 
will likely be little changed, and total 
spending by all levels of government 
should grow in line with revenues. 

Growth abroad should lead to 
gains in exports, while substantial in- 
vestment in machinery and equip- 
ment should boost imports. The past 
and recent appreciation of the Cana- 
dian dollar will also affect exports 
and imports. On balance, net exports 
are expected to exert a small drag on 
overall growth through 2006 and 2007. 

All told, the Bank’s base-case pro- 
jection calls for Canada’s average an- 
nual GDP to grow by 2.8 per cent this 
year, 2.9 per cent in 2006, and 3.0 per 
cent in 2007. CPI inflation is projected 
to return to the 2 per cent target in the 
second half of 2006. With the econo- 
my operating at capacity throughout 
the projection period and with infla- 
tion expectations well anchored, core 
inflation is expected to rise to 2 per 
cent by mid-2006. 
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Risks to the Outlook 


Over the next four to six quarters, 
the risks to the Canadian outlook ap- 
pear to be balanced. There are both 
upside and downside risks to global 
economic activity, particularly related 
to future energy prices and the pace 
of growth in China. There are still up- 
side and downside risks to exports and 
imports related to how the Canadian 
economy continues to adjust to the 
appreciation of the Canadian dollar, 
higher commodity prices, and in- 
creased competition from China and 
other newly industrialized economies. 

The ongoing adjustments and 
large changes in relative prices also 
pose some risks to the outlook for in- 
flation. The sectoral and regional 
shifts occurring in the Canadian econ- 
omy make the overall assessment of 
capacity pressures particularly com- 
plex. There is also a risk that, with the 
Canadian economy operating at ca- 
pacity, the rise in energy costs could 
feed through more broadly to other 
prices, putting upward pressure on 
inflation. The potential for this to af- 
fect longer-term inflation expecta- 
tions should be mitigated, however, 
by monetary policy clearly focused on 
achieving the 2 per cent target. 

For 2007 and beyond, the risks are 
tilted to the downside. The principal 
risk is that, as household and govern- 
ment savings rates begin to rise in the 
United States, domestic demand else- 
where in the world will fail to pick up 
sufficiently to sustain world demand. 
The longer these global imbalances 
persist without appropriate policy 
actions being taken, the greater is the 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range 
Target midpoint 


Core GPI* 


1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 


* CPI excluding eight of the most volatile components and the effect of 
changes in indirect taxes on the remaining components 


risk of an abrupt and disorderly ad- 
justment. This scenario would likely 
involve large movements in exchange 
rates and other asset prices and a 
sharp slowing in the world economy. 
The negative impact on the demand 
for Canadian-produced goods and 
services would have implications for 
the conduct of monetary policy. 


SS 
Summary of the Base-Case Projection* 


Real GDP 
(quarter-to-quarter percentage 
change at annual rates) 7)| (3.3) | (3.5) 


SI ee Sa et oe 
Real GDP : : : ; 
(year-over-year percentage change) | (2. ; : : e S 

0 
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Core inflation 
(year-over-year percentage change) 


Total CPI 3 , 2.8 | 2.8 | 2.0 $1.9} 1.9 
(year-over-year percentage change) 2) | (2.4) | (2.5) | (2.5) | (2.0) 


(60) |(61) | (61) |(61) K 


* 


Figures in parentheses are from the July Monetary Policy Report Update. 
Assumption for the price of West Texas Intermediate crude oil (US$ per 
barrel), based on an average of futures contracts over the two weeks 
ending 14 October 2005. 
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The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: (613) 782-8248; email: publications@bankofcanada.ca 
or visit our website: www.bankofcanada.ca 
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CANADA’S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation- 
control target range was extended a number of times, most recently 
in May 2001, in this last case to the end of 2006. Monetary policy 
aims to keep future inflation at the 2 per cent target midpoint of 
this range, both to maximize the likelihood that inflation stays 
within the target range and to increase the predictability of inflation 
over the longer term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes eight of the most 
volatile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better indicator of underlying inflationary pressures than the latest 
twelve-month rate of increase in the total CPI (Macklem 2001). 
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This is a report of the Governing Council of the Bank of Canada: 
David Dodge, Paul Jenkins, Sheryl Kennedy, Pierre Duguay, 
David Longworth, and Tiff Macklem. 


Global imbalances are a global problem, and 
their resolution requires a global effort . . 

While the specific policy measures will vary 
from country to country, there are common prin- 
ciples that policy-makers everywhere should fol- 
low. These include the adoption of appropriate 
fiscal policies, the promotion of well-functioning 
labour and product markets, the provision of a 
well-functioning social safety net, policies that 
allow for an efficient and sound financial sys- 
tem, and a monetary policy focused on low, sta- 


ble, and predictable inflation .. . . An orderly 
resolution of imbalances is in all of our interests. 


David Dodge 


Governor, Bank of Canada 
6 February 2006 
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1. OVERVIEW 


The Canadian economy continues to grow at a solid pace, con- 
sistent with the Bank’s outlook in the January Monetary Policy 
Report Update. The global economy has been robust, showing a lit- 
tle more momentum than had been anticipated. This has led to 
higher prices for many commodities which, along with strong 
domestic demand, have supported economic activity in Canada. 
At the same time, global competition and the past appreciation of 
the Canadian dollar continue to pose challenges for a number of 
sectors. All factors considered, the Canadian economy is judged to 
be operating at, or just above, its production capacity. 

High and variable energy prices associated with the strength of glo- 
bal demand have kept total CPI inflation above the Bank’s 2 per cent tar- 
get. Core inflation has remained below 2 per cent, owing to persistent 
downward pressure from the prices of imported consumer goods. 

Against this backdrop, the Bank raised its policy interest rate 
by one-quarter of one percentage point on 7 March and again on 
25 April, bringing it to 4.0 per cent. 

Canada’s GDP is projected to grow by 3.1 per cent in 2006, in 
line with expectations in the January Update, and by 3.0 per cent in 
2007, slightly stronger than previously expected. Growth in 2008 is 
expected to be 2.9 per cent. The Canadian economy is projected to 
operate slightly above its capacity through 2006 and to return to 
capacity by the end of 2008. 

Total CPI inflation will continue to be volatile, affected by the 
evolution of energy prices. Based on prices embedded in energy 
futures markets, the Bank projects total CPI inflation (excluding 
any changes in the Goods and Services Tax) to average close to 
2 per cent in 2007 and 2008. Upward pressure on inflation from 
excess demand in the economy is offset by downward pressure 
from the declining prices of many imported consumer goods. Core 
inflation is projected to rise to 2 per cent in the second half of this 
year and remain there through the end of 2008. 

There are both upside and downside risks to the Bank’s projection 
for growth and inflation. In the Bank’s view, these risks are roughly bal- 
anced with a small tilt to the downside later in the projection period. 

In line with the Bank’s outlook for the Canadian economy, some 
modest further increase in the policy interest rate may be required to 
keep aggregate supply and demand in balance and inflation on target 
over the medium term. The Bank will closely monitor evolving 
developments in the Canadian economy in light of the cumulative 
increase in the policy interest rate since last September. 


This report includes information received up to the fixed announcement date on 
25 April 2006. 


Developments in the 
target for the overnight 
rate since the January 
Update: 


7 March 2006—up 25 basis 
points to 3.75 per cent 


25 April 2006— up 25 basis 
points to 4.00 per cent 


CPI inflation averaged 
2.5 per cent between 
September and 
March... 


... and continued to show 
considerable volatility. 
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2. RECENT DEVELOPMENTS IN INELATION 


The 12-month rate of increase in the total CPI was somewhat 
higher than the Bank’s 2 per cent inflation-control target, averag- 
ing 2.5 per cent for the period between September 2005 and March 
2006. This chiefly reflected considerable increases in energy prices 
at the consumer level. On the other hand, the core rate of inflation 
averaged 1.7 per cent over the same period, reflecting continued 
downward pressure from import prices.! 


Inflation and the 2 per cent target 


The inflation rate for the total CPI has been quite volatile, mov- 
ing in a range between 2.0 and 3.4 per cent since the October Mon- 
etary Policy Report (Chart 1). This was caused by ongoing 
fluctuations in gasoline prices and marked increases in consumer 
prices for natural gas. 


Chart | 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target range 
Target midpoint | 


wa Vics 


UJ 
f Core CPI* 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* CPI excluding eight of the most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The core measure of inflation excludes eight of the most volatile components of 
the CPI and adjusts the remaining components to remove the effect of changes in 
indirect taxes. The eight components removed are fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and mortgage-interest costs. 
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Chart 2 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


| 


Target midpoint 


Core CPI CPIXFET** 


2002 2003 2004 2005 2006 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


The core rate of inflation has remained very stable in recent 
months at about 1.7 per cent. Other measures of the trend rate of 
inflation that the Bank follows have also remained below 2 per 
cent (Chart 2). 

Although the Canadian economy has been operating close to 
its full production capacity since the second quarter of 2004, the 
prices of many import-intensive goods have continued to fall, 
reflecting declines in the world prices of many manufactured 
goods and the past appreciation of the Canadian dollar. This con- 
tinued to put downward pressure on core inflation.* There has 
been relatively little evidence that higher energy costs are being 
passed more generally to the prices of other goods and services. 


Factors at work on inflation 


Aggregate demand and adjustments 
to global developments 


In the second half of 2005 and into early 2006, the Canadian 
economy continued to grow steadily, even as it underwent signifi- 
cant adjustments in response to global developments and associ- 
ated changes in relative prices. These developments included 
strong world economic growth, high and volatile energy prices, 
high price levels for many other commodities, declining prices for 


2. Over the past year, reductions in the prices of non-auto durable and semi-durable 
goods (both of which have high import content) took 0.3 percentage points off core 
inflation. 


Core inflation and 
other measures of trend 
inflation stayed below 

2 per cent. 


With much higher energy 
DIICES 5 


... Canada’s terms of trade 
improved considerably in 
the second half of 2005. 


Canada’s real GDP grew 
as expected... 


... with strong gains in 
final domestic demand. 


Businesses continued to 
significantly increase 
capital spending... 
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many manufactured goods, and the appreciation of the Canadian 
dollar. 

The surge in world energy prices improved Canada’s terms of 
trade (the price of exports relative to the price of imports) consid- 
erably in the second half of 2005. With this improvement, real 
income rose more rapidly than real output (measured by real GDP), 
as evidenced by substantial gains in corporate profits, labour 
income, and government revenues. 

Canada’s real GDP grew at an annual rate of 3 per cent in the 
second half of 2005, as expected at the time of the January Update. 
Consequently, the level of economic activity at the end of last year 
was very close to what had been anticipated. Based on available 
indicators, it appears that real GDP grew by about 3.2 per cent in 
the first quarter of 2006, driven by many of the same factors that 
were evident through the second half of last year. 

Final domestic demand continued to contribute significantly to 
GDP growth in the second half of 2005, while net exports were lit- 
tle changed over the period (Chart 3). Businesses, facing competi- 
tive pressures to reduce costs and increase productivity in some 
instances, and capacity constraints in others, undertook further 
sizable increases in capital spending. These increases were sup- 
ported by strong overall profitability, ongoing reductions in the 
prices of imported machinery and equipment, and favourable 
financing conditions. The growth of household expenditures eased 
somewhat over this period, following a marked increase in the 
first half of 2005. 


Chart 3 
Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 
investment 


v Net exports 
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With continued strong growth in the global economy, Canada’s 
exports rose substantially. Indeed, export growth strengthened 
appreciably in the second half of 2005, owing largely to a recovery 
in exports of automotive products. At the same time, import 
growth also picked up, boosted by the considerable growth in 
final domestic demand. 

High global prices for energy commodities and metals helped 
to maintain very high levels of profitability in oil and gas extrac- 
tion, mining, and related processing industries during the second 
half of 2005 and into 2006. Production in these industries also 
picked up noticeably in the second half of 2005, having been held 
back earlier in the year by temporary disruptions. As a result, cap- 
ital spending has strengthened appreciably, and plans indicate fur- 
ther strong gains in investment spending for this year. 
Expenditures on pipeline infrastructure are also being markedly 
increased. While the economic impact of higher capital spending 
by energy-related firms is most apparent in Western energy- 
producing provinces, some activity in other provinces is also 
being generated by related purchases of goods and services. 

In most sectors with a low exposure to foreign competition, 
such as construction and wholesale and retail trade, profitability 
remained strong in the second half of 2005. Output rose solidly, 
bolstered by strong gains in final domestic demand and, in some 
cases, lower costs for imported products. Employment in these 
sectors has risen appreciably since the middle of last year. 

Over the same period, profitability weakened in many parts of 
the manufacturing sector because of the continuing impact of the 
strong Canadian dollar, higher energy costs, and strong competi- 
tion from emerging economies (especially China). As a result, 
employment in manufacturing has continued to fall considerably 
as many firms restructured their operations. To further improve 
productivity and decrease costs, manufacturers increased capital 
spending substantially in 2005, and additional investment is 
expected this year. With these various initiatives, manufacturing 
productivity rose by some 6.5 per cent at an annual rate between 
the second and fourth quarters of 2005. Thus, output continued to 
increase even as employment in the manufacturing sector 
declined. 


Estimated pressures on capacity 


Most of the indicators of capacity pressures suggest that the 
economy was operating at or above its production capacity in the 
first quarter of 2006. 

In the Bank’s spring Business Outlook Survey, the percentage of firms 
reporting labour shortages or difficulties meeting an unanticipated 


... and there was sub- 
stantial growth in exports 
and imports. 


Energy-related capital 
spending has risen very 
strongly... 


... while many manufac- 
turing firms continue 

to restructure their 
operations. 


The economy was 
operating at, or just 
above, its production 
capacity in early 2006. 
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increase in demand remained above average, although there was 
some easing from the preceding survey (Chart 4). The Bank’s con- 
ventional measure of the output gap also suggests that the econ- 
omy was operating slightly above its potential in early 2006 
(Chart 5). Statistics Canada’s measure of capacity utilization in the 
non-farm, goods-producing sector has been indicating considera- 
ble pressure on production capacity for some time. 

Labour market indicators suggest, in general, that the econ- 
omy is operating close to potential. Wage developments and the 
recent evidence of a pickup in labour productivity growth are dis- 
cussed in the next section of this report. 

In contrast, core inflation seems to be pointing to less pressure 
on capacity, having stayed below 2 per cent since the end of 2003. 
As noted earlier in this report, however, the downward pressure 
on the core rate has also reflected ongoing reductions in the prices 
of many finished manufactured goods partly related to new pro- 
duction in Asia. And total CPI inflation has been running above 
2per cent, largely reflecting tightness in global energy markets 
that is also partly related to the strong economic growth in Asia. 
On balance, the information from consumer prices does not pro- 
vide much evidence of excess supply. 

Based on a review of all the indicators of capacity pressures, it is the 
judgment of the Governing Council that the Canadian economy was 
operating at, or just above, its production capacity in early 2006. 


Chart 4 


Estimated Output Gap and Response to Business Outlook Survey 
% Question on Capacity Pressures 
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* Difference between actual output and estimated potential output. Note that the estimate for the first 
quarter of 2006 is based on a projected rise in output of 3.2 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or significant difficulty meeting an 
unanticipated increase in demand/sales 
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Chart 5 
Estimated Output Gap* — 


Difference between actual output and estimated potential output 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the first quarter of 2006 is based on a projected rise in output of 3.2 per cent 
(at annual rates) for the quarter. 


Wages and productivity 


Growth in aggregate wages picked up in the second half of 
2005 after several years of subdued gains, although it appears that 
the rate of increase eased somewhat in early 2006. A good indica- 
tor of the underlying trend in wages is the average hourly wages 
of permanent workers reported in the Labour Force Survey. That 
measure indicates that the rate of increase in aggregate wages has 
ranged between 3 and 3 3/4 per cent since mid-2005 (Chart 6). 

Wage increases in oil- and gas-producing provinces continue 
to be conspicuously higher than those in other parts of the coun- 
try. This reflects the differing pressures in labour markets, which 
have encouraged workers to move—or commute—to Alberta from 
other provinces. 

After a two-year period of essentially no change, labour pro- 
ductivity growth accelerated in the second half of 2005, with pro- 
ductivity in the fourth quarter up 1 1/2 per cent from a year 
earlier (Chart 7). This brought it closer to the Bank’s assumption 
for trend labour productivity growth over the longer term of 
about 1 3/4 per cent. At the sectoral level, strong productivity 
growth broadened beyond manufacturing and wholesale trade to 
include transportation and warehousing, information and cultural 
industries, and accommodation and food services. Together with 
the recovery in aggregate productivity growth, this evidence of 
broadening is particularly encouraging. 
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tivity picked up. 


B.AUN © “O°F) CAN ACDA 


Chart 6 
Wage Settlements and Average Hourly Wages 


Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly wages 


of permanent workers* 
(year-over-year percentage change) | 


Public sector** 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* Source: Labour Force Information, last data point plotted, March 2006 
** Source: Human Resources Development Canada, last data point plotted, February 2006 


Chart 7 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


Output per 


Unit labour costs 
person-hour 


1997 1998 1999 2000 2001 2002 2003 2004 2005 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 


The data also show a rise of 5 per cent in hourly labour compensa- 
tion over the past year (Chart 7), and—after productivity gains are taken 
into account—a 3 1/2 per cent rise in unit labour costs in the year ending 
in the fourth quarter of 2005. This result, however, was boosted by unu- 
sually large one-time payments, such as bonuses and commissions. 
Underlying labour compensation gains of 3 to 3 3/4 per cent and pro- 
ductivity growth of 1 1/2 per cent, are consistent with increases in unit 
labour costs close to 2 per cent. 
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Commodity and output prices and the terms of trade 


The price for light crude oil (West Texas Intermediate), which 
was US$65 per barrel at the time of the January Update, averaged 
US$70 in the ten days ending on 21 April 2006. Prices for Cana- 
dian heavy crude oil, which had been considerably weaker since 
late 2005, have rebounded markedly so far in April.* Over the past 
three months, natural gas prices have fallen to about $7 per 
MMBtu, considerably below the levels estimated last autumn. This 
chiefly reflects the easing of demand caused by unusually mild 
winter weather conditions in North America. 

The prices of non-energy commodities have risen further in recent 
months (Chart 8). Metals prices, in particular, saw substantial gains, driven 
by the combination of robust global demand and constrained supply. 

With the significant improvement in Canada’s terms of trade 
in the second half of 2005 (Chart 9), the chain price index for GDP 
(a broad price measure of the goods and services produced in 
Canada) rose 4.1 per cent between the fourth quarter of 2004 and 
the fourth quarter of 2005 (Chart 10). As a result, nominal GDP 
rose by a marked 7.1 per cent over the same period. The strong 
growth in real income provided considerable support for the sub- 
stantial advance in final domestic demand. 

The recent decline in the price of natural gas is expected to 
contribute to a modest reduction in early 2006 in Canada’s terms 
of trade and, thus, in the growth of nominal GDP. 


Chart 8 


Bank of Canada Commodity Price Index 
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3. Heavy crude oil accounts for close to 40 per cent of total Canadian crude oil pro- 
duction. The substantial easing (over and above normal seasonal entrees in 
prices for Canadian heavy crude oil in late 2005 and early 2006 chiefly reflected the 
recent expansion of oil sands production, combined with a lack of sufficient pipeline 
and upgrading capacity to convert this additional output of heavy crude oil to 
lighter grades. Additional pipeline capacity has been a major factor in the subse- 
quent rebound in prices. 
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since the fourth quarter 
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Chart 9 


Terms of Trade 
The price of exports relative to the price of imports (1997 = 100) 


1997 1998 1999 2000 2001 2002 2003 


Chart 10 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 
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3. FINANCIAL DEVELOPMENTS 


Interest rates and exchange rates 


Over the past six months, policy rates in a number of the 
industrialized countries have moved higher, against the back- 
ground of continued strength in the global economy (Chart 11). 
The U.S. Federal Reserve, the European Central Bank, and the 
Bank of Canada have raised their respective policy rates, while the 
Bank of Japan has recently announced the gradual removal of its 
policy of quantitative easing. Financial market expectations of 
short-term interest rates have tended to move up since the Update, 
consistent with favourable economic developments. 


Chart 11 


Policy Rates in Canada, the United States, and Europe 
Daily 


United States 


Canada 


Euro zone 


2000 2001 2002 2003 2004 2005 2006 


Higher actual and expected policy rates in most industrial 
countries helped push up yields on longer-term bonds (Chart 12). 
Long-term yields had been particularly low, partly because of 
technical demand factors, as well as the global imbalance between 
desired savings and desired investment. Yields on Canadian 
bonds have also trended upwards since the last Update. However, 
the spread between the yields on U.S. and Canadian bonds has 
widened across all maturities since January, as the yields on U.S. 
government bonds of comparable maturities moved up by more. 
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Chart 12 


International Yields on 10-year Bonds 
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The Canadian dollar The Canadian dollar has been relatively firm against most 
is relatively firm against major currencies since the January Update, and it has traded in a 
most major currencies. slightly higher and wider range against the U.S. dollar (roughly 


851/2 to 88 1/2 cents U.S.) than was noted at that time 
(Chart 13). Fundamental factors such as rising commodity prices, 
particularly prices for energy and metals, have continued to sup- 
port the Canadian dollar over the period, largely offsetting the 
impact of negative Canada-U.S. interest rate differentials. 


Chart 13 


Canadian Dollar Exchange Rate 


1992=100 Veeee U.S. cents 


115 115 


110 110 


105 ne : 105 
Canadian dollar index 


100 vis-a-vis C-5 currencies* 
(left scale) 
95 


90 


85 


Closing spot exchange 
80 rate vis-a-vis U.S. dollar 
(right scale) 


75 


70 
2004 2005 


* C-5 currencies: euro, yen, U.K. pound, Swedish krona, and Swiss franc 


16 


MONETARY POL MVEA REP OIRTZSAPRIL 2006 


Credit conditions and other 
financial developments 


Credit spreads on corporate bonds have remained low in 
recent months, but because interest rates have been higher on 
Canadian government bonds, firms generally face modestly higher 
borrowing costs than at the time of the October Report. 

Despite this rise, business credit conditions continue to be very 
favourable (Chart 14). Supported by record profit margins, corpo- 
rate balance sheets have continued to improve, with non-financial 
firms now holding historically high cash balances, particularly 
those in the resource-related sector concentrated in Western Can- 
ada. Reflecting these healthy corporate financial results, the TSx 
has risen strongly. These robust financial conditions augur well for 
continued strong investment by businesses. 


Chart 14 
Selected Credit Spreads for Canadian Corporate and International Bonds 


Basis points, monthly average 
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* Spreads against yields on Canadian government bonds 
** Spreads against yields on U.S. government bonds 
Source: Merrill Lynch, JPMorgan Chase & Co. 


The growth in household borrowing has continued to trend 
upwards since the October Report (Chart 15), largely reflecting 
strong activity in the housing market. With home resales and 
housing starts showing renewed vigour, the growth of mortgage 
credit is accelerating. In addition, rising house prices and financial 
innovation continue to bolster consumer borrowing secured by 
home equity, either through mortgage refinancing or through 
home-equity lines of credit. These home-equity withdrawals have 
provided support to recent household spending. Strong credit 
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Chart 15 
Household Credit 


Year-over-year percentage change 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
Source: Bank of Canada 


growth is expected to continue to support expenditures on hous- 
ing and consumption through the first half of 2006. 

Since the October Report, growth in narrow money (M1+) has 
picked up, largely owing to stronger business deposits. This 
stronger growth suggests some pickup in real output growth in 
the first half of 2006 (Chart 16). Over the same period, growth of 
broad money (M2++) has also picked up slightly (Chart 17), which 
is consistent with a modest rise in core inflation through 2006. 


Chart 16 
Growth of Real GDP and Real M1+ 


Quarter-over-quarter percentage change at annual rates 
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* Two-quarter moving average of growth in M1+ (deflated by the core CPI), one quarter earlier. 
M1-+ has been adjusted to remove the effect of clone funds. 
** First-quarter growth in M1-+ is estimated based on January and February data. 
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Chart 17 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 
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* Growth in M2++ one year earlier. M2++ has been adjusted to remove the effect of clone funds. 
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GDP growth in China has 
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... and growth has picked 
up in Japan. 
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4. THE OUTLOOK 


This section sets out the base-case projection for the global 
economy through to the end of 2008, followed by the correspond- 
ing base-case projection for the Canadian economy. The base-case 
projection has been developed assuming a smooth and orderly 
resolution of global imbalances involving supportive policy 
actions to rebalance global demand and a gradual real effective 
depreciation of the U.S. dollar. Energy prices are assumed to be 
consistent with current futures prices. A discussion of the risks to 
the base-case projection concludes the section. 


International 


Global output rose 4.7 per cent in 2005, which was somewhat 
higher than expected, with most major overseas economies partic- 
ipating in the expansion. After another strong year in 2006, 
growth in the global economy is expected to ease somewhat in 
2007 and 2008 as excess capacity becomes more fully utilized. 
(See Table 1.) Despite the robust global economic expansion and 
higher energy prices, there are, as yet, few signs of a buildup of 
underlying inflationary pressures at the consumer level. Monetary 
authorities in many countries have already taken policy actions to 
promote sustainable, non-inflationary growth. 

Growth in newly industrialized Asian economies advanced 
rapidly, with GDP growth in the region averaging 9.0 per cent in 
2005, somewhat stronger than anticipated. China’s economy 
expanded by 9.9 per cent, boosted mainly by robust investment 
and exports. Revisions to the Chinese national accounts suggest 
that growth in the service sector in China has been substantially 
higher than earlier reported. Over the projection horizon, eco- 
nomic growth in China is expected to continue at a strong though 
slightly more moderate pace, with a shift in the composition of 
demand towards private consumption. 

Economic growth in Japan has also been stronger and more 
broadly based than anticipated in earlier Reports. The Japanese 
economy advanced 2.7 per cent in 2005, led by growth in invest- 
ment and household spending, although export growth also 
remains robust. In 2006, economic growth in Japan is expected to 
strengthen further, driven largely by domestic demand, before eas- 
ing to a rate consistent with the growth of production capacity in 
subsequent years. 
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Economic growth in the European Union continues to be mod- 
est, although somewhat better than anticipated in the October 
Report, at 1.5 per cent for 2005. Growth has been supported by rel- 
atively solid exports and investment. Business surveys point to 
further improvement ahead, and accommodative monetary condi- 
tions should continue to support a gradual expansion going forward. 

In the United States, real GDP expanded by 3.5 per cent in 2005, 
with economic activity slowing more than expected towards the 
end of the year. Monthly indicators suggest that the economy has 
picked up markedly in early 2006, led primarily by strong domes- 
tic demand. Partly related to post-hurricane rebuilding, business 
investment remains supportive of growth in 2006. Overall, infla- 
tionary pressures have remained relatively contained in the 
United States, despite high and volatile energy prices. The U.S. 
economy is expected to continue to expand strongly in 2006, with 
real GDP growth of 3.5 per cent. Growth is then expected to mod- 
erate to 3.2 per cent in 2007 and to 3.1 per cent in 2008. This is 
largely due to a levelling off in the housing market, higher interest 
rates, and some fiscal consolidation, all of which should contribute 
to a slowing in consumer spending. 

The continued strength in commodity prices since the January 
Update has reflected the robust global economy. Futures prices for 
crude oil for the remainder of 2006 and through 2007 are higher 
than those in the January Update, while those for natural gas are 
slightly lower (ranging from US$8 to US$11.50 per MMBtu) over 
the remainder of this year and largely unchanged for 2007 
(Chart 18). The Bank incorporates these futures prices for energy 
as the assumptions underlying its base-case projection. Prices for 
non-energy commodities are generally assumed to remain firm, 
consistent with sustained global growth. 

The global outlook in this base-case projection involves an 
orderly resolution of global imbalances stemming from policies to 
rebalance global demand and market-led adjustments, including a 
gradual real effective depreciation of the U.S. dollar. The rebalanc- 
ing is supported by a reduction in the U.S. fiscal deficit and poli- 
cies that support domestic demand growth elsewhere, including 
ongoing structural reform in Europe and Asia. The weaker U.S. 
dollar, combined with a rise in U.S. long-term interest rates, is 
expected to lend support to the rotation in the composition of U.S. 
aggregate demand growth away from domestic sources to external 
ones. 


pal 


The European Union is 
recovering. 


Growth in the U.S. 
economy is projected to 
continue at 3.5 per cent in 
2006 before moderating 
gradually. 


The base-case projection 
involves a gradual rebal- 
ancing of global demand. 


BAASN-K) SO8FS “CeADN ATD2A 


Chart 18 


Crude Oil and Natural Gas: Spot and Futures Prices! 
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¥ Based on an average of futures contracts over the ten business days ending 21 April 2006 


Table 1 
Global Growth Projections* 


Share of Expected growth (per cent) 
and percentage point contribution 
to global economic growth 


2006 2007 2008 
3.5 [0.70] 3.2 [0.64] 3.1 [0.62] 
[0. 


China and Asian NIEs@ 9.0 [1.67] 8.7 [1.63] Se2aeS S| 7.7 [1.44] 
Sos ley 5.4 [1.96] 5.4 [1.94] Syl [bic 


a. Note that the growth rates for “China and Asian NIEs,” “Others,” and, hence, “World” are 
not directly comparable with those in previous Monetary Policy Reports and Updates, owing 
to a change in methodology. This change reflects the adoption of a more detailed country 
breakdown and an updated weighting scheme, which is closer to the methodology used 
in the IMF World Economic Outlook. 

b. GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2005. Source: IMF, WEO Database, April 2006 

c. Numbers in square brackets represent the contribution of each region to the global eco- 
nomic growth rate in percentage points. 

d. NIEs are newly industrialized economies. These include Hong Kong (Special Administra- 
tive Region), Korea, Taiwan (Province of China), and Singapore. 
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The exchange rate adjustment envisaged in the base-case pro- 
jection involves a depreciation of the U.S. real effective exchange 
rate of about 7 per cent by the end of the projection horizon. At 
the same time, the currencies of emerging Asia, Japan, and some 
of the oil-exporting countries, which did not experience a signifi- 
cant real appreciation in 2002 to 2004, are expected to appreciate 
the most against the U.S. dollar. It is assumed in the base-case pro- 
jection that only a small fraction of this U.S.-dollar depreciation 
will be against the Canadian dollar, and will occur late in the pro- 
jection period. 


Aggregate demand and supply in Canada 


This scenario of strong global growth with a gradual rebalanc- 
ing of demand is broadly supportive of continued economic 
expansion in Canada, but the primary engine of growth in Canada 
is expected to continue to be growth in final domestic demand 
(Table 2). 


Increases in business investment are expected to remain strong 
over the projection horizon. Factors contributing to further sub- 
stantial gains in capital spending this year and next include the 
ongoing global economic expansion, expectations of relatively 
high levels for commodity prices, continued strong profits overall, 


Table 2 
Contributions to Average Annual Real GDP Growth* 
Percentage points 


2006 2007 
Consumption 1.8 (1.7) 1.6 (1.6) 


Government spending 0.9 (1.0) 0.9 (0.9) 


Business fixed investment 1.0 (0.9) 0.8 (0.7) 
Subtotal: Final domestic demand 3.8 (3.4) BAG) 


D2 al) 1.4 (1.6) 


2 


16 
0. 
is 30 


* Figures in parentheses are from the base case in the January Update. 
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Growth in final domestic 
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to exert a small drag on 
growth for some time. 
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is projected to moderate 
from just above 3 per cent 
in 2006 to just below 
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very solid balance sheets, and declining prices for imported 
machinery and equipment. 

Consumer spending is expected to rise solidly over the projec- 
tion period, reflecting further substantial gains in real disposable 
incomes. After considerable increases in recent years, housing 
investment is expected to rise a little further this year, and is, 
indeed, somewhat stronger than projected in the January Update. 
Investment in housing is then expected to ease slightly through 
2007 and 2008. 

Overall, government spending on goods, services, and trans- 
fers is assumed to increase at about the same rate as revenues over 
the projection period. Accordingly, growth in expenditures by all 
levels of government combined is projected to be quite strong in 
2006 and 2007, before easing somewhat in 2008. 

Exports are projected to rise further as a result of the contin- 
ued global economic expansion and significant additions to the 
production capacity for commodities in Canada. At the same time, 
further increases in investment in machinery and equipment 
should boost imports. Accordingly, net exports are still expected 
to exert a small drag on overall growth for some time, with the 
effect diminishing over the projection horizon. 

The Bank’s base-case projection calls for annual average GDP 
growth to be 3.1 per cent in 2006, 3 per cent in 2007, and 2.9 per 
cent in 2008 (Chart 19, Table 3). The assumption for potential out- 
put growth is 2.9 per cent in 2006 and 3.0 per cent in 2007 and 2008. 
This implies that the economy would be in slight excess demand 
in 2006, before returning to potential output by the end of the pro- 
jection period. In the base-case projection, the slowing in U.S. eco- 
nomic growth, combined with the lagged effects of past interest 
rate increases, as well as some modest further increase in interest 
rates across the yield curve, will bring aggregate demand and sup- 
ply back into balance. 
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Chart 19 


Real Gross Domestic Product for Canada 


Quarter-over-quarter 
percentage change, 


at annual rates 
Year-over-year 


percentage change 


2002 2003 2004 2005 2006 
* The letter “e”’ denotes estimate based on available indicators. 


Inflation 


After edging up at the time of the October Report, most indica- 
tors of near-term inflation expectations that the Bank follows have 
eased back recently. As well, key medium- and longer-term meas- 
ures continue to be well anchored to the 2 per cent target. In the 
Bank’s spring Business Outlook Survey, 78 per cent of firms 
expected total CPI inflation to be within a range of 1 to 3 per cent, 
on average, over the next two years, and the percentage of 
respondents expecting inflation to be above 3 per cent has 
decreased from the autumn survey. Moreover, the average private 
sector forecast for total CPI inflation in both 2006 and 2007 is just 
under 2 per cent, while consensus forecasts of inflation over the 
longer term continue to be near 2 per cent. 

Total CPI inflation is projected to average about 2.5 per cent in 
the first half of 2006 and to average close to 2.0 per cent through 
2007 and 2008 (excluding the effect of any changes in the GsT). 
Movements in the 12-month rate of increase in the total CPI will be 
importantly affected by developments in the markets for crude oil 
and natural gas (Chart 18). Consumer prices for natural gas are 
projected to decrease substantially over the remainder of 2006, as 
the recent downturn in wholesale prices becomes more fully 
reflected in regulated prices and contracts. Note also that, total CPI 
inflation may fall temporarily well below 2 per cent in September 2006, 
since there was a surge in energy prices a year earlier, following dis- 
ruptions to U.S. production from hurricane damage. 
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Indicators of near-term 
inflation expectations 
have eased back, and 
longer-term measures 
continue to be well 
anchored to 2 per cent. 


Total cPI inflation is pro- 
jected to average about 
2.0 per cent in 2007 

and 2008. 


This outlook does not 
include a cut in the GST. 


The core rate of inflation 
should return to the 2 per 
cent target in the second 
half of 2006 and remain 
there over the rest of the 
projection period. 
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This outlook for inflation does not take into account the fed- 
eral government’s announced intention to cut the Goods and Serv- 
icces Tax (GST) this year from 7 per cent to 6 per cent. The Bank 
estimates that this one-percentage-point cut in the GST will result 
in a direct reduction of about 0.6 per cent in the CPI in the month 
of its implementation. This will cause a reduction of 0.6 percent- 
age points in the year-over-year rate of change in the CPI for the 
12 months following implementation. With inflation expectations 
well anchored, the Bank does not expect second-round effects on 
inflation from the change. (A fuller description of the expected 
impact of a GST cut appears in Technical Box 1.) 

Core inflation should remain below 2 per cent through the first 
half of 2006, but rise to 2 per cent in the second half of this year, 
earlier than expected in the January Update, owing to increases in 
electricity prices. Ongoing downward pressure on core inflation 
from reductions in the prices of manufactured goods should be 
offset by the upward pressure on inflation coming from the econ- 
omy operating with slight excess demand. These offsetting factors 
are projected to diminish in tandem over the projection period, 
leaving core inflation at 2 per cent. 

Increases in labour compensation are expected to move up 
close to 4 per cent over the projection period. At the same time, 
with a further modest gain in the growth of labour productivity, 
the projected year-to-year increase in unit labour costs should be 
close to 2 per cent. 


Table 3 
Summary of the Base-Case Projection* 
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Real GDP ; S217 3.025030 12-9 1902.9 122.9 
(quarter-to-quarter percentage 
change at annual rates) (3.1) | (3.0) | (3.0) J (2.9)] (2.8) 


Real GDP RP A be Al | 3.09 13.1 3.0 ZINC 
(year-over-year percentage change) | (3.2) | (3.1) | (3.0)} (3.1) | (3.0)| (2.9) 
Core inflation 1.7 18 | 20) 2.07 2.0 2.0 | 2.0 
(year-over-year percentage change) | (1.7) | (1.8) | (1.9)} (1.9) | (2.0)| (2.0) 
Total cPr** 2.4 | 2.6 19 | 23 2.1 2.0 | 2.0 
(year-over-year percentage change) | (2.5) | (2.4) | (1.9)| (2.3) | (2.0) | (2.0) 
wit 63519 70ch 718. 4 hi TA Ta TE 
(level) (65) | (66) | (67)| (67) | (67) | (67) 


* 


Figures in parentheses are from the January Monetary Policy Report Update. 

Excluding the effect of any changes in the Goods and Services Tax 

+ Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on an 
average of futures contracts over the two weeks ending 21 April 2006 
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Technical Box 1 


Changing the GST: Inflation Impact and Monetary Policy Implications 


The federal government has announced its intention to cut the Goods and Serv- 
ices Tax (GST) from 7 per cent to 6 per cent in the near future, and to 5 per cent within 
five years. Such reductions would be expected to directly lower the year-over-year 
change in the total CPI in the first 12 months after the GST is reduced. 

In setting monetary policy, the Bank’s approach continues to be to look through 
any direct impact on inflation from changes in indirect taxes and to respond only to 
second-round, or spillover, effects on the evolution of wages and prices. With inflation 
expectations well anchored, the Bank assesses the risks of second-round effects from 
changes in the GST as minimal. 

The Bank estimates that the direct effect of a reduction in the GST from 7 per cent 
to 6 per cent would be a reduction of about 0.6 percentage points in the year-over- 
year increase in the total CPI for a period of one year following its implementation. 
This estimate is based on assumptions about the taxable proportion of each CPI com- 
ponent derived from data on the tax revenue generated by the cst.! Among the com- 
ponents of the CPI most affected by this change to the GST are services other than 
shelter, as well as semi-durable and durable goods.” The core CPI should not be 
affected by any direct effects of changes in the GST since, by definition, it excludes the 
estimated impact of changes in indirect taxes. 

It should be pointed out that these estimates capture only the direct effects and 
assume that a change in the GST is fully incorporated into consumer prices during the 
month in which it comes into effect. The actual incidence of a change in the GST on 
overall prices depends on market conditions, the structure of costs, and the elasticity 
of demand and supply for various goods and services. 


1. The specific formula for estimating the initial impact of the GST reduction on the CPI is as 
follows: 


n |taxable proportion weight of CPI 
s of CPI x component i 
ca component i in the CPI 


Per cent change in the level of the CPI = change in GST 
rate 


2. Some components of the CPI, including food at home, rent, and mortgage interest are 
exempt from the GST. 
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Risks to the base-case projection 


There are both upside and downside risks to the Bank’s base- 
case projection. In the main, the Bank judges that the risks are 
roughly balanced. However, there remains a small risk of a disor- 
derly correction of global imbalances, which tilts the risks to the 
downside later in the projection period. This risk appears to have 
lower probability than previously judged, given the tentative 
signs of policy adjustments and of rotation in global demand. (See 
Technical Box 2.) 

The upside risks for economic growth and inflation in Canada 
relate largely to the momentum of the global economy and the 
associated future path of commodity prices. The global outlook 
has surprised on the upside and may continue to be stronger than 
predicted. This risk, together with geopolitical tensions and possi- 
ble delays in bringing new supplies online, could push commodity 
prices still higher. For Canada, this would imply stronger export 
demand and higher prices for our commodity exports, stronger 
income growth, and upward pressure on the Canadian dollar. 
Stronger global growth could also put pressure on global produc- 
tion capacity. This could reduce the pace of price declines for | 
many tradable manufactured goods, thereby adding upward pres- 
sure to the base-case projection of inflation in Canada. 

The possibility that the U.S. economy could slow more 
abruptly than anticipated represents an important downside risk 
for the Canadian economy. This risk could materialize in several 
ways. U.S. households could reduce their demand for housing and 
motor vehicles and attempt to rebuild savings more quickly than 
projected. This would negatively affect Canadian exports. A 
weaker U.S. economy could also come about as part of an adjust- 
ment to global imbalances that entailed weaker growth in the rest 
of the world and an associated decline in commodity prices. This 
would have additional negative consequences for Canada. More 
generally, linked to global imbalances is the risk that the real effec- 
tive depreciation of the U.S. dollar may come more against the 
Canadian dollar than assumed, exerting renewed drag on net 
exports and dampening growth in Canada. 

There also continues to be uncertainty about the level and 
growth of potential output in Canada. There is a possibility that 
productivity growth will be higher than assumed in the base-case 
projection, given the productivity-enhancing investments being 
made by firms and changes in work processes to deal with labour 
shortages. At the same time, the large sectoral and regional adjust- 
ments still under way in response to key relative price movements 
continue to make assessments about the level of capacity particu- 
larly difficult. 
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Technical Box 2 


Adjustment of Global Savings and 
Current Account Imbalances over the Long Term 


The U.S. current account deficit was 6.4 per cent of GDP in 2005, having increased 
fairly steadily from only 1.5 per cent of GDP in 1995. This deficit has been mirrored by 
a similar increase in current account surpluses elsewhere, most notably in emerging 
Asia, in the oil-exporting countries and, to a lesser extent, in some of the industrial- 
ized countries, including Japan and Germany. In recent years, the major causes of 
these current account imbalances have been significant differences between domestic 
expenditure and domestic output resulting from low private and public savings in the 
United States and relatively high private and public savings elsewhere. 

Most observers believe that such a large U.S. current account deficit cannot be 
sustained indefinitely, since this would imply sizable increases in the net external lia- 
bility position of the United States and much higher debt-service payments. Histori- 
cally, countries have adjusted to current account deficits by rebuilding their domestic 
savings through a slowing of domestic demand, which has typically been accompa- 
nied by a weaker currency. Although most observers agree that the United States will 
follow a similar path, and that the adjustment will be long and gradual, risks have 
been identified concerning the extent of the slowing in the U.S. economy and its 
impact on global economic growth. The most likely scenario, which is assumed in the 
Bank’s base-case projection presented in this report, is one of smooth adjustment. 

There are reasons to believe that global imbalances can be resolved in an orderly 
way. To the extent that global imbalances reflect private sector decisions to save, con- 
sume, and invest, market forces should be able to reduce them to a sustainable level. 
Global financial markets have become more complete and therefore more efficient in 
allocating savings across countries, and large financial institutions appear to be ade- 
quately capitalized and not unduly exposed to risk. Governments continue to say that 
they will implement the policy measures necessary to support a market-based adjust- 
ment that will reduce these imbalances over the medium term and sustain growth. 

Nevertheless, the risk of a disorderly adjustment increases the longer these imbal- 
ances go unresolved. While there are signs that some of the policy actions necessary to 
facilitate an orderly adjustment are being undertaken to varying degrees, further pol- 
icy action would be helpful to anchor market expectations and encourage an orderly 
market-driven adjustment. The failure to implement such policies would increase the 
risk of an alternative scenario with disorderly adjustment; that is, one likely involving 
serious financial market disruptions (i.e., sharp movements in the U.S. exchange rate 
and interest rates) that spill over to the real economy, partly through weaker con- 
sumer and investor confidence and, perhaps, through reactive protectionist meas- 
ures.! In this scenario, there would be a pronounced decline in world output and 
reduced demand for Canadian-produced goods and services. 


1. Most observers have focused on two adjustment scenarios—orderly and disorderly—for the 
purpose of analyzing two distinct outcomes. It is important to note, however, that intermedi- 
ate adjustment scenarios are possible. 
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CANADA'S INFLATION-CONTROL STRATEGY 


Inflation control and the economy 


Inflation control is not an end in itself; it is the means whereby monetary 
policy contributes to solid economic performance. 


Low inflation allows the economy to function more effectively. This con- 
tributes to better economic growth over time and works to moderate 
cyclical fluctuations in output and employment. 


The monetary policy instrument 


Announcements regarding the Bank’s policy instrument—the target over- 
night interest rate—take place, under normal circumstances, on eight pre- 
specified dates during the year. 


In setting a target for the overnight rate, the Bank of Canada influences 
short-term interest rates to achieve a rate of monetary expansion consis- 
tent with the inflation-control target. The transmission mechanism is com- 
plex and involves long and variable lags—the impact on inflation from 
changes in policy rates is usually spread over six to eight quarters. 


The targets 


In February 1991, the federal government and the Bank of Canada jointly 
announced a series of targets for reducing total CPI inflation to the mid- 
point of a range of 1 to 3 per cent by the end of 1995. That inflation- 
control target range was extended a number of times, most recently 
in May 2001, in this last case to the end of 2006. Monetary policy 
aims to keep future inflation at the 2 per cent target midpoint of 
this range, both to maximize the likelihood that inflation stays 
within the target range and to increase the predictability of inflation 
over the longer term (Crawford 2001). 


Monitoring inflation 


In the short run, a good deal of movement in the CPI is caused by transi- 
tory fluctuations in the prices of such volatile components as fruit and 
gasoline, as well as by changes in indirect taxes. For this reason, the Bank 
focuses on a core measure of CPI inflation that excludes eight of the most 
volatile components of the CPI and adjusts the remaining components to 
remove the effect of changes in indirect taxes. Core inflation also tends to 
be a better predictor of underlying inflationary pressures than the latest 
twelve-month rate of increase in the total CPI (Macklem 2001; Armour 
and Lafléche 2006). 
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1. OVERVIEW 


The Canadian economy continues to operate just above its full 
production capacity, and the near-term outlook for core inflation 
has moved slightly higher. However, with the U.S. economy slow- 
ing more quickly than expected, the base-case projection for Cana- 
dian economic growth has been revised down slightly from that in 
the July Monetary Policy Report Update. Lower energy prices have 
led to a downward revision of the projection for total consumer 
price inflation. They have also contributed to moving the Cana- 
dian dollar into a somewhat lower trading range. 

Although domestic demand in Canada has continued to grow 
at a robust pace, GDP growth in the second and third quarters of 
2006 has been slower than expected, largely because of weaker net 
exports. A weaker near-term outlook for the U.S. economy has 
curbed the near-term prospects for Canadian exports and growth. 
As well, the Bank has lowered its assumption for potential growth 
to 2.8 per cent for the 2006-08 period, given recent developments 
in labour productivity. As a result of these factors, the Bank’s 
base-case projection for Canadian GDP growth has been lowered to 
2.8 per cent this year and 2.5 per cent in 2007. But with the U.S. 
economy projected to recover by the end of 2007, growth should 
pick up to 2.8 per cent in 2008. Such a profile implies that the 
small amount of excess demand now in the economy will be elim- 
inated by the second half of 2007 and that the economy will then 
remain roughly in balance through to the end of the projection 
period. 

With the economy currently in slight excess demand and with 
strong momentum in housing prices, core inflation is expected to 
move slightly above 2 per cent in the coming months. As the econ- 
omy returns to potential and pressures from housing prices ease, 
core inflation should return to 2 per cent by the middle of 2007 
and stay there through to the end of 2008. 

Total CPI inflation will continue to be affected by the cut in the 
Goods and Services Tax (GST) and by developments in energy mar- 
kets. Based on prices embedded in markets for energy futures, 
total inflation will likely average about 1 1/2 per cent through to 
the second quarter of 2007, before returning to the 2 per cent tar- 
get and remaining there through to the end of the projection 
period. 

The Bank of Canada left the target for the overnight rate 
unchanged at 4.25 per cent on 6 September and 17 October. The 


This report includes information received up to the fixed announcement date on 
17 October 2006. 
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current level of the policy rate is judged, at this time, to be consist- 
ent with achieving the inflation target over the medium term. 

As noted in the press release of 6 September, the risks around 
the base-case projection are judged to be a little greater than at the 
time of the July Update. The main upside risk relates to the 
momentum in household spending and housing prices. The main 
downside risk is that the U.S. economy could slow more sharply 
than expected, leading to lower Canadian exports. The Bank 
judges that the upside and downside risks to its inflation projec- 
tion are roughly balanced. 

The correction of global imbalances is unfolding in a benign, 
albeit slow, manner. However, in the absence of further appropri- 
ate policy actions, there remains a possibility of a disorderly reso- 
lution of these imbalances. Consequently, the balance of risks for 
global and Canadian growth is tilted slightly to the downside late 
in the projection period. 


MONETARY PO eUOVvA REPO Rie rO8e TOBER 20.06 


2. RECENT DEVELOPMENTS IN INFLATION 


The 12-month rate of increase in the total CPI fell to 2.1 per 
cent in August from 2.8 per cent in May. This drop largely 
reflected the impact on consumer prices of the GST reduction in 
July 2006, as well as lower year-to-year increases in energy prices 
at the consumer level. If the effect of changes in indirect taxes is 
excluded, the rate of increase in the total CPI was 2.6 per cent in 
August.! The core rate of inflation, which also removes the effects of 
changes in indirect taxes, moved up to 2.0 per cent in July and August, 
after remaining at about 1.7 per cent over the first four months of this 
year.” 


Inflation and the 2 per cent target 


While the rate of increase for the total CPI moved down close 
to the 2 per cent inflation target in August (Chart 1), it was some- 
what higher than projected in the July Update. There was an 
upward surprise in the price of gasoline. As well, prices in the 
housing and service sectors increased at a slightly higher rate than 


Chart 1 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 
Total CPI excluding 
the effect of changes 


picayes seas 
in indirect taxes Target rang 


Target midpoint 


Core CPI* 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* CPI excluding eight of the most volatile components and the effect of changes in indirect taxes 
on the remaining components 


1. The combined direct effect of the 1-percentage-point GST reduction and small 
increases in other indirect taxes is now estimated to be a decrease of 0.5 per cent 
in the total CPI in July and August 2006. The magnitude of the decrease arising 
from the effect of changes in indirect taxes is slightly smaller than the previous 
estimate of 0.6 per cent, mainly because of increases in federal excise taxes on 
tobacco products and alcoholic beverages. 

2. The core measure of inflation excludes eight of the most volatile components of 
the CPI and adjusts the remaining components to remove the effect of changes in 
indirect taxes. The eight volatile components are fruit, vegetables, gasoline, fuel 
oil, natural gas, intercity transportation, tobacco, and mortgage-interest costs. 


Ph 


cPl inflation fell to 2.1 per 
cent in August from 2.8 per 
cent in May... 


... but the August infla- 
tion rate was somewhat 
higher than expected. 


Core inflation moved up 
to 2 per cent in July 
and August. 
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Chart 2 
Core CPI and Other Measures of the Trend Inflation Rate 


Year-over-year percentage change 


Target range 


! 


Core CPI 


2002 2003 2004 2005 2006 
* CPIW adjusts each CPI basket weight by a factor that is inversely proportional to the 
component’s variability. 
** CPIXFET excludes food, energy, and the effect of changes in indirect taxes. 


expected. For instance, homeowners’ replacement costs (an impor- 
tant component of core prices for shelter) have risen at a faster 
pace this year as a result of considerably higher prices for new 
housing, particularly in Alberta. Prices for other services have also 
increased at a slightly faster rate, mainly because of a modest 
rebound in automobile insurance premiums. Partially offsetting 
these upward pressures has been the decrease in the prices of 
many import-intensive goods, which reflects the effects of further 
declines in the world prices of many manufactured goods and the 
past appreciation of the Canadian dollar. 

The core rate of inflation moved up to 2.0 per cent in July— 
earlier than expected—and remained there in August. Other meas- 
ures of the trend rate of inflation that the Bank monitors have also 
tended to edge up close to 2 per cent, if the effects of changes in 
indirect taxes are excluded (Chart 2).2 These increases in trend 
inflation measures are consistent with the Bank’s view that the 
economy has recently been operating just above its production 
capacity. 


3. It should be noted that CPIW, one of the trend inflation measures shown in 
Chart 2, is affected by changes in the GST and other indirect taxes. 
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Factors at work on inflation 


Aggregate demand 


Canadian real GDP, after growing at an annual rate of 3.6 per 
cent in the first quarter of 2006, rose by only 2.0 per cent in the 
second quarter, less than the 3.2 per cent projected in the July 
Update. Currently available information suggests that real GDP 
grew by about 2 per cent in the third quarter of 2006. This is also 
less than previously anticipated and reflects evidence suggesting 
considerably weaker inventory accumulation by businesses than 
in the second quarter. 

Final domestic demand continued to be the major contributor 
to GDP growth in the first half of 2006, while net exports decreased 
over the period (Chart 3). Strong overall profitability and capacity 
pressures in a number of industries, combined with ongoing 
reductions in the prices of imported machinery and equipment 
and favourable financing conditions, supported marked increases 
in capital spending by businesses. With further substantial 
increases in real personal disposable income and household net 
worth (partly reflecting a considerable rise in housing prices), the 
growth of household expenditures was also quite robust over this 
period, picking up from the pace seen in the second half of 2005. 

Despite ongoing strength in the global economy, there was a 
broad-based decline in Canada’s exports in the first half of 2006, 
which appears to be related to several factors (Technical Box 1). 
Exports of automotive products returned to more normal levels 
after being unusually high towards the end of 2005. Exports of 


Chart 3 
Contribution to Real GDP Growth 


Percentage points, quarterly at an annual rate 


Final domestic 
demand 


Inventory 
} investment 
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Net exports 


Real GDP growth was 
weaker than expected in 
the second quarter. 


There were strong gains in 
final domestic demand in 
the first half of 2006... 


... but exports fell back, 
despite ongoing strength in 
the global economy. 
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Technical Box 1 


Interpreting the Recent Behaviour of Exports 


After experiencing vigorous growth during the second half of 2005, exports of 
Canadian goods and services fell in the first half of this year. This pattern is not well 
explained by standard macro expert equations used by the Bank. Rather, it appears to 
be more related to specific factors, particularly developments in the automotive sector. 

The expansion of the U.S. economy has been a positive factor for Canadian exports 
over the past several years, while the appreciation of the Canadian dollar has had a 
dampening effect. According to an estimated error-correction model,! the negative 
impact of the exchange rate moderated somewhat during the first half of 2006, and thus 
does not explain the slowdown in exports. Indeed, the model underpredicted growth 
during the second half of 2005, while overestimating it more recently. Thus, many of the 
recent movements in exports seem to be attributable to shocks that are not captured by 
this model. 

An examination of the sectoral composition of exports suggests that developments 
in the automotive sector can explain in large part the difference between actual data and 
the model simulations. Exports in this sector experienced very strong growth during the 
second half of 2005. Canadian automobile exports relative to U.S. sales reached excep- 
tional highs at the end of the year. During the first half of 2006, exports in this sector 
declined, and their relationship to U.S. sales started to return to more normal levels. 
Two further factors contributed to the strength of exports during the second half of 
2005: the reopening of the U.S. border to live cattle from Canada and increased exports 
of lumber in anticipation of post-hurricane reconstruction. Conversely, during the sec- 
ond quarter of 2006, exports of machinery and equipment posted a sharp drop that the 
model did not predict. 

For the second half of 2006, the model predicts robust export growth. According to 
the model, the dampening effect of the exchange rate will continue to abate, while the 
boost provided by expanding demand in the United States will diminish somewhat, 
reflecting in part the slowdown in the U.S. housing sector. Nonetheless, in the base-case 
projection presented in this Report, exports grow more slowly than the 6 per cent pre- 
dicted by the model, largely because of further adjustments in the automotive sector. 


Actual and Simulated Export Growth 
(Annualized growth, per cent) 


es Coe 
Simulated growth ey 
Contribution of U.S. demand Lor | oe | ae 
Contribution of relative prices 
Contribution of other factors 


1. This econometric model links the rate of growth in exports to movements in the principal components 
of U.S. demand, a measure of relative prices, and a measure of openness to foreign trade. It should be 
noted that the current version of the model differs slightly from that presented in Box 1 of the article 
“Exports, Imports, and the Appreciation of the Canadian Dollar,’ in the autumn 2005 issue of the Bank of 
Canada Review. In the current version of the model, residential construction has been added as a compo- 
nent of U.S. demand. 
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machinery and equipment also fell sharply in the second quarter of 
2006. As well, the appreciation of the Canadian dollar over the 
past four years continued to restrain growth in the demand for 
Canadian exports. There are, however, indications that export 
growth revived in the third quarter of 2006, suggesting that some 
of the weakness in the first half of the year reflected transitory fac- 
tors. With ongoing firm growth in final domestic demand, imports 
continued to rise markedly in the first half of 2006, although at a 
slower pace than was observed in the second half of last year. 


Estimated pressures on capacity 


Although there has been some moderation of growth in recent 
months, most indicators of capacity pressures suggest that the 
economy was operating slightly above its production capacity in 
the third quarter of 2006. 

With observed weakness in labour productivity growth, the 
Bank’s conventional measure of potential output for the period 
since the beginning of 2005 was revised down slightly from the 
estimate used in the last Update.* At the same time, the weaker 
economic growth in the second quarter of 2006, combined with 
projected growth of 2 per cent in the third quarter (compared with 
a projection of 3 per cent in the July Update), implies that the level 
of activity in the third quarter was also somewhat lower than 
expected. These developments are reflected in the Bank’s conven- 
tional measure of the output gap, which indicates that the econ- 
omy was operating about 0.2 per cent above its production 
capacity in the third quarter of 2006 (Chart 4). This estimate is 
subject to a considerable degree of uncertainty, but the broad pic- 
ture of an economy in slight excess demand is consistent with a 
range of other capacity indicators. 

In the Bank’s autumn Business Outlook Survey, the percentage 
of firms reporting difficulties in meeting an unanticipated increase 
in demand remained above average (Chart 5). Statistics Canada’s 
measure of capacity utilization in the non-farm, goods-producing 
sector also indicated above-average pressure on production capac- 
ity in the second quarter of 2006. 

The employment-to-population ratio in September remains 
very high by historical standards, while the unemployment rate 
has stayed low. The underlying trend increase in wages seems to 
have risen further in recent months and now appears to be more 


4. Potential output is now estimated to have increased at an annual rate of 
2.7 per cent in 2005 and 2.8 per cent for the first half of 2006, compared with 
respective rises of 2.8 per cent and 2.9 per cent assumed in the last Update. The 
Bank’s assessment of the underlying trend in labour productivity growth 
going forward has also been revised down, as discussed in the next section. 
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Most capacity indicators 
suggest an economy in 
slight excess demand. 
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consistent with the indicators of tightness in labour markets than 
was previously the case. 

Core inflation has been close to 2 per cent since May, despite 
ongoing downward pressure on the prices of globally traded 
durable and semi-durable goods. This appears to be consistent 


Chart 4 
Estimated Output Gap* 


Difference between actual output and estimated potential output 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* The shading around the values of the estimated output gap shows (from darkest to lightest) 
confidence intervals of 25 per cent, 50 per cent, 75 per cent, and 95 per cent. 
Note: The estimate for the third quarter of 2006 is based on a projected increase in output of 
2 per cent (at annual rates) for the quarter. 


Chart 5 


Estimated Output Gap and Response to Business Outlook Survey 
Question on Capacity Pressures 


Some and 

significant 
difficulty** Output gap* 
(left scale) E (tight scale) 


2002 2003 
* Difference between actual output and estimated potential output. Note that the estimate for the third 
quarter of 2006 is based on a projected rise in output of 2 per cent (at annual rates) for the quarter. 


** Percentage of firms indicating that they would have either some or significant difficulty meeting an 
unanticipated increase in demand/sales 
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with an economy that has been operating slightly above its pro- 
duction capacity. 

Within these national measures, it is evident that capacity 
pressures continue to be strongest in the western provinces. There 
has been a marked pickup in housing price increases in Alberta 
and Vancouver and, at the same time, some moderation in price 
gains for housing in certain urban centres in Central and Atlantic 
Canada. Wage increases in Alberta also continue to be markedly 
higher than those in other parts of the country, reflecting the dif- 
fering pressures in labour markets. The Bank’s autumn Business 
Outlook Survey confirms that capacity pressures remain much more 
intense in the western provinces than elsewhere, with little change 
from the preceding survey. 

After a review of all the indicators of capacity pressures, it is 
the judgment of the Governing Council that overall, the economy 
was operating just above its production capacity in the third quar- 
ter of 2006. 


Labour compensation and productivity 


The trend growth in wages has continued to move higher in 
recent months and, as already noted, is now more consistent with 
other indicators of the degree of tightness in labour markets. This 
assessment is based on the 12-month change in average hourly 
earnings of permanent workers reported by Statistics Canada in 
the Labour Force Survey, which is considered to be a good indicator of 
the underlying change in wages. This measure suggests that the 


Chart 6 


Wage Settlements and Average Hourly Earnings 
Effective annual increase in base wage rates for newly negotiated settlements 


Average hourly earnings 
of permanent workers* 
(year-over-year percentage change) 


Public sector** 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* Source: Labour Force Information 
** Source: Human Resources Development Canada, last data point plotted is the average of July and 
August 2006 
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rate of increase in aggregate wages has risen to between 3 1/2 and 
4 per cent (Chart 6). The year-to-year increase in another indicator 
of compensation—hourly labour compensation from Statistics 
Canada’s Productivity Accounts—which earlier on had been 
boosted by unusually large one-time payments, was also about 
4 per cent in the second quarter of 2006 (Chart 7). 

Over the past three and a half years, productivity growth in 
the business sector has averaged 1.0 per cent. After little change in 
2003 and 2004, productivity picked up considerably in 2005, grow- 
ing by 2.4 per cent.” However, productivity growth appears to 
have slowed once again in the first half of 2006. In the absence of a 
sustained period with productivity growth above 2 per cent to off- 
set the virtual absence of productivity growth in 2003 and 2004, 
the balance of risks around the Bank’s previous assumption for 
trend productivity growth of about 1 3/4 per cent has shifted to 
the downside. 

While assessments of trend productivity growth are difficult, 
the modest realized pace of productivity growth is consistent with 
an economy that is undergoing significant structural adjustment in 
the face of large movements in commodity prices, the marked 
appreciation of the Canadian dollar, and new sources of competi- 
tion from emerging Asia. As discussed in previous Monetary Policy 
Reports, this adjustment involves a reallocation of labour and capi- 
tal towards the production of commodities with significantly 
higher prices, and towards the non-tradable goods and services 
sectors.° During the adjustment period, capital and labour are 
likely to be less productive. Observed trends in productivity 
growth suggest that this adjustment is ongoing and may be hav- 
ing a larger and more protracted impact on productivity growth 
than previously projected. With this in mind, something closer to 
11/2 per cent would appear to be a more balanced assumption for 
trend productivity growth over the next couple of years. With the 
assumption regarding trend labour input growth remaining at about 
11/4 per cent, this implies potential growth of about 2.8 per cent. 

When the modest observed productivity gains are taken into 
account, unit labour costs in the second quarter of 2006 were up 
2.6 per cent from their level a year earlier. With recent compensation 
increases at between 3.5 and 4 per cent and with trend productiv- 
ity growth now assumed to be about 1 1/2 per cent, underlying 


5. The year-to-year increase in productivity in the fourth quarter of 2005 had 
originally been estimated by Statistics Canada to be 1.5 per cent. This estimate 
has been revised upwards to 2.2 per cent, chiefly as a result of corrections to 
the estimates of hours worked in 2005. 


6. See Technical Box 1 in the April 2005 Monetary Policy Report and Technical 
Box 2 in the October 2005 Monetary Policy Report. 
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Chart 7 


Unit Labour Costs and Labour Productivity: Business Sector 
Year-over-year percentage change 


Labour compensation 
per person-hour* 


| Output per 
person-hour 


Unit labour costs 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* Labour compensation includes the labour income of paid workers, plus imputed labour income 
for self-employed workers. 
Source: Statistics Canada Daily 


increases in unit labour costs have risen but still appear to be in 
the range of 2 per cent. 


Commodity and output prices and the terms of trade 


The prices of non-energy commodities have remained firm 
since the July Update (Chart 8). Metals prices have risen a little 
further, reflecting strengthening global demand and further pro- 
duction disruptions. Lumber prices, in contrast, have eased as a 
result of the downturn in the U.S. housing market. 

The price of light crude oil (West Texas Intermediate), which 
was US$74 per barrel at the time of the July Update, averaged 
US$59 in the ten days ending on 13 October 2006. This decrease 
appears to reflect market expectations of a reduced supply risk 
and some easing in the prospects for global oil demand (resulting 
from the effect of persistently high oil prices). In recent weeks, 
natural gas prices were also somewhat lower than in early July, 
reflecting relatively high inventories following lower-than- 
expected demand for cooling in the late summer. 


With the marked reduction in natural gas prices since the end 
of 2005, Canada’s terms of trade fell back in the first half of 2006 
(Chart 9). As a result, the four-quarter change in the chain price 
index for GDP (a broad price measure of the goods and services 
produced in Canada) decreased from 4.1 per cent in the fourth 
quarter of 2005 to 2.8 per cent in the second quarter of 2006 
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... while the prices of 
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(Chart 10). Consequently, the year-to-year increase in nominal GDP 
moderated during this period, although still rising by some 5.7 per 
cent in the year ending in the second quarter of 2006. The result- 
ing above-average increase in real income (defined as the differ- 
ence between the year-to-year rise of nominal GNP and that of the 
deflator for final domestic demand) was still providing support 
for the considerable gain in final domestic demand. 

The recent decline in the prices of crude oil and natural gas 
will likely lead to a further reduction in Canada’s terms of trade 
over the remainder of 2006 and, therefore, to slower growth in 
nominal GDP. In turn, this reduced rate of nominal income growth 
can be expected to put some downward pressure on the growth of 
corporate profits and government revenues. 


Chart 8 


Bank of Canada Commodity Price Index 
1982-90 = 100 


Energy (Can$) 


Non-energy (Can$) 


N 


on-energy (US$) 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


7. For a detailed discussion of the important role of terms-of-trade movements 
in explaining changes in real incomes in Canada, see Duguay (2006). 
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Chart 9 


Terms of Trade 
The price of exports relative to the price of imports (1997 = 100) 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 


Chart 10 
Chain Price Index for GDP, Core CPI, and Total CPI 


Year-over-year percentage change 


Chain price index 
for GDP 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
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3. FINANCIAL DEVELOPMENTS 


Interest rates and exchange rates 


Since the July Update, policy interest rates have continued to 
move higher in a number of industrialized countries outside 
North America. The European Central Bank, the Bank of England, 
and the Reserve Bank of Australia have all raised their respective 
policy rates, and financial markets expect further policy tightening 
in 2006 and early 2007 (Chart 11). The Bank of Japan has also 
raised its policy rate, effectively ending its “zero interest rate pol- 
icy,” now that the Japanese economy appears to be on a sustaina- 
ble growth path. In contrast, policy rates in both Canada and the 
United States have recently been left unchanged, following a 
number of consecutive increases. Short-term interest rates embody 
expectations that policy rates in these two countries will remain at 
their current levels for the rest of 2006 but decline somewhat 
in 2007. 


Chart 11 


Official Policy Rates and Forward Interest Rates* 
Daily 


United States! 


2004 2005 


* Solid lines are official interest rates, and dotted lines are forward overnight interest rates. No 
adjustments are made for term premiums. 

1. Foreign forward overnight rates based on the implied forward rate derived from the overnight 
index swap market for the respective country 

2. Canadian forward overnight rates based on yields on bankers’ acceptances (BAs) and three-month 
futures for bankers’ acceptances (BAX) 


Despite some heightened inflationary concerns among market 
participants at the time of the last Update, inflation expectations in 
major industrialized countries have since moderated, partly 
reflecting the recent decline in energy prices and the weaker 
growth outlook for the U.S. economy. Such developments have 
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contributed to the decrease in the yields on the long-term government 
bonds of major industrialized countries since mid-year (Chart 12). 


Chart 12 


International Yields on 10-Year Government Bonds 


United States 


Canada 


a) 


Euro zone 


2 


iw fl i tana eat 


2004 2005 


Currency markets have been relatively steady since the July The Canadian dollar has 
Update, with many currency pairs trading in relatively narrow _ traded in a somewhat 
ranges. Over this period, the Canadian dollar has generally been lower range than assumed 
within a range of 87.5 to 90.5 cents U.S., compared with the range in the July Update. 
of 88.5 to 91.5 cents U.S. for May to mid-July assumed in the pro- 
jection in the Update. It would appear that the impact on the Cana- 
dian dollar from the decline in energy prices since July has been 
partly offset by an increase in currency flows related to cross-border 
mergers and acquisitions in Canada. Since the end of 2005, the 
Canadian dollar has also traded within a fairly steady range 
against the currencies of its other major trading partners (Chart 13 
and Technical Box 2). 


19 


BiACN Ker OF 7 OC AN AIDA 


Technical Box 2 
A New Exchange Rate Index for the Canadian Dollar! 


The Bank has developed a new Canadian-dollar effective exchange rate index — 
(CERI), to replace its C-6 index.” This new index better reflects the profile of Canada’s 
international trade, including the increased importance of China and Mexico. 

The CERI offers a major advantage over the C-6 index. It is calculated using a 
weighted average of multilateral trade weights, while the C-6 index uses simple bilat- 
eral trade weights. Unlike bilateral trade weights, multilateral weights account for third- 
market competition which, when added to information from bilateral trade numbers, 
gives a more accurate picture of the importance of a particular country in Canada’s 
international trade. Third-market export weights capture the competition between two 
countries (domestic and foreign country) in all other markets. They are calculated by 
multiplying the foreign country’s share of total supply in each third market by the rela- 
tive importance of the third markets as destinations for the domestic country’s exports. 

The CERI also uses a broader measure of trade, which includes services trade, and is 
not restricted to industrialized countries. The Bank has taken the opportunity of moving 
to a new index to use more recent data in calculating the trade weights. 

In choosing the currencies to be included in the new index, the Bank decided to use 
the currencies of countries with trade weights of 2 per cent or higher based on trade 
data for 1999-2001. From a set of 184 countries, five countries plus the euro zone satisfy 
this criterion. These six jurisdictions account for 86 per cent of Canadian trade based on 
the 1999-2001 data. The following table gives the weights for the currencies in the CERI. 


Currency Weightings in the CERI and the C-6 


Currency CERI weights 1996-present | CERI weights prior to 1996 C-6 weights 
(based on 1999-2001 (based on 1989-91 (based on 1994-96 
multilateral trade data) multilateral trade data) bilateral trade data) 


awe aa aes eC Gam 


U.K. pound 


1. An article describing the CERI in more detail can be found on the Bank’s website at 
<www.bankofcanada.ca/en/rates/ceri.html>. It will also be in the forthcoming autumn issue of 
the Bank of Canada Review. 

2. See <www.bankofcanada.ca/en/rates/mci2.html> for the definition of the C-6 index. Use of 
the C-6 index will be discontinued at the end of 2006. 
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Chart 13 


Canadian Dollar Exchange Rate 


1992=100 Wednesdays U.S. cents 


140 ;— 95 
— Closing spot exchange rate vis-a-vis U.S. dollar (right scale) 


—— CERI* (left scale) 
130 — CERI excluding U:S. dollar (left scale) 90 


2005 2006 
* CERI: U.S. dollar, euro, yen, U.K. pound, Mexican peso, and Chinese yuan 


Credit conditions and other financial developments 


Access to credit for the non-financial business sector has 
remained very favourable, at a cost comparable to, or in the case 
of debt financing, more favourable than that at the time of the 
April Report. Although strong cash flow has moderated firms’ bor- 
rowing requirements, business credit has continued to grow at a 
rate above its historical average because of a marked increase in 
capital expenditures. 

Favourable credit conditions have been supported by above- 
average profit margins and the generally sound balance sheets of 
the non-financial business sector. There is, however, growing dis- 
parity in the profitability of various sectors, with resource-produc- 
ing and domestically oriented sectors outperforming non- 
resource-based sectors exposed to trade. 

Financial institutions continue to be in a good position to lend, 
as a result of their strong profitability, healthy balance sheets, and 
the low level of impaired loans. Financial markets also continue to 
have a healthy appetite for the security offerings of Canadian cor- 
porations. With Canada’s economic outlook boding well for the 
business sector’s profitability, firms should continue to have ready 
access to the funding needed for robust investment. 
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Financial conditions also continue to provide strong support to 
household spending. Increases in house prices and household 
credit continue to be well above historical averages (Chart 14). 
This is allowing households to finance consumption with loans 
secured by home equity. This phenomenon is more pronounced in 
Western Canada, where house prices have risen dramatically over 
the past two years. Despite this strong credit growth, the debt- 
service burden of households continues to be modest, since rates 
on mortgages and consumer loans remain historically low.® These 
conditions continue to point to a strong underpinning for contin- 
ued growth in household spending. 


Chart 14 


Household Credit and Resale Housing Price 
Year-over-year percentage change 


Household 
credit 


Resale housing price 
(Royal LePage) 


2001 2002 2003 2004 2005 


Since the last Report, growth in narrow money (MI1+) has 
remained stable, driven by sustained strength in non-personal 
deposits resulting from firms’ accumulation of cash balances. Nar- 
row money growth suggests that near-term output growth will be 
slightly below the growth of production capacity (Chart 15). 


8. The Bank has begun to examine the distribution of debt-service ratios 
across households. From a macro point of view, changes in this distribution 
over the past six years have been relatively small. In particular, there has been 
no significant increase in the percentage of households with high debt-service 
ratios. This December’s Financial System Review will discuss this distribution 
from a financial stability perspective. 
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Chart 15 
Growth of Real GDP and Real M1+ 


Quarter-over-quarter percentage change at annual rates 


M1+* 
(left scale) 


(right scale) 


LOST, 1998 1999 2000 2001 2002 2003 2004 2005 2006 


* Two-quarter moving average of growth in gross M1+ (deflated by the core CPI), one quarter earlier. 
M1+ has been adjusted to remove the effect of clone funds. 
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4. THE OUTLOOK 


This section outlines the Bank’s outlook for the global econ- 
omy through to the end of 2008, followed by the associated projec- 
tion for the Canadian economy. This base-case projection has been 
developed assuming a slow and orderly resolution of global 
imbalances resulting from supportive policy actions to rebalance 
global demand and a gradual real effective depreciation of the 
U.S. dollar. Energy prices are assumed to evolve along a path that 
is consistent with current futures prices, and the Canadian dollar 
is assumed to remain within the recent range of 87.5 to 90.5 cents 
U.S. The section concludes with a discussion of the risks to the 
base-case projection. 


International background 


The robust global expansion, under way for the past four 
years, is expected to moderate only slightly over the next two 
years. Overall, real global GDP is projected to grow solidly: by 
5.1 per cent in 2006, 4.7 per cent in 2007, and 4.5 per cent in 2008 
(Table 1). Economic growth in emerging markets has been particu- 
larly strong, with many countries benefiting from earlier increases 
in export earnings stemming from high commodity prices and 
from the continued expansion of domestic demand. The growth of 
the U.S. economy, which has been an important source of global 
demand in recent years, has moderated. The gradual slowing in 
overall global growth through the projection period reflects grow- 
ing capacity constraints and the associated tightening in monetary 
policy by the major industrial economies. 

Growth in Asia (excluding Japan) continues at a robust pace, 
with China’s vigorous economy still boosting regional growth 
rates. The outlook for real GDP growth in China and emerging 
Asia remains buoyant, with only a moderate slowing over the next 
two years. In Japan, solid growth in investment, and to a lesser 
extent, in consumer expenditures, is expected to underpin eco- 
nomic activity over the next few years through what is likely to be 
an extended period of fiscal consolidation. In the euro zone, out- 
put continues to grow, although the pace of expansion will be lim- 
ited by the modest growth in productive capacity. 
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Table 1 
Global Growth Projection 


Share Expected growth (per cent) and percentage point 
of real contribution to economic growth? 


global 

t 
pereenh 2006 2007 2008 
United States 20 | 3.2[0.64] | 3.3[0.66] | 2.6[0.52] | 3.2 [0.64] 


] 
European Union 19 1.6 [0.29] 2.5 [0.46] | 2.0 [0.37] 2.0 [0.38] 
Japan 2.6 [0.17] LGN OLIAA, || PCN Oakes 2.0 [0.13] ° 


China and Asian NIEs° 92 (ae72 | 9.5 [1.77] | 8.6 [1.61] 7.9 [1.47] 


Others 5.7 [2.06] OY! PAA Nl S7/ IPAS) Bis eo2| 


World 3 Dek 4.7 5S 


a. GDP shares are based on the purchasing-power-parity (PPP) valuation of country GDPs 
for 2005. Source: IMF, WEO Database, April 2006 

b. Numbers in square brackets represent the contribution of each region to the global eco- 
nomic growth rate in percentage points. 

c. NIEs are newly industrialized economies. These include Hong Kong (Special Adminis- 
trative Region), South Korea, Taiwan (Province of China), and Singapore. 

Source: Bank of Canada 


In the United States, real GDP is expected to grow 3.3 per cent 
in 2006, slightly lower than projected in the July Update. In recent 
months, there has been a pronounced slowdown in the housing 
sector, as well as weakness in the motor vehicle sector. The slow- 
ing evident in the second quarter is projected to continue through 
the second half of this year, with GDP growth likely to be in the 
range of 2 to 2 1/2 per cent at annual rates—below the level of 
potential growth of the economy, which is now estimated at about 
3.0 per cent.” 

The base-case scenario projects that U.S. real GDP growth will 
remain below potential output growth into 2007 before moving 
above potential through 2008. This implies that a small degree of 
excess supply would build in the United States before being grad- 
ually absorbed in 2008. With excess supply opening up in the U.S. 
economy, core inflation should move gradually lower. 


9. Historical revisions to U.S. data from the first quarter of 2003 to the first 
quarter of 2006 indicate that real GDP growth over the period was weaker than 
earlier reported. Since much of the downward revision reflects lower invest- 
ment growth, our base-case projection now includes less capital deepening 
and thus lower growth in U.S. potential output than previously estimated. 
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Domestic demand growth in the United States is expected to 
continue to slow into 2007, owing largely to a downturn in house- 
hold spending on interest-sensitive goods, such as housing, motor 
vehicles, and other durables. At the same time, the low cost of cor- 
porate financing and strong growth in corporate profits are 
expected to continue to support investment. The projected 
strengthening of GDP growth in 2008 stems largely from two fac- 
tors. First, the housing and auto sectors are expected to stop sub- 
tracting from growth. Second, with a further assumed real 
effective depreciation of the U.S. dollar of about 7 per cent over 
the projection horizon, and a strengthening in global investment 
which raises demand for U.S. capital goods, the growth in U.S. 
exports is projected to accelerate. This strengthening in export 
growth would contribute to a gradual improvement in the U.S. 
current account deficit. 

More broadly, with domestic demand expected to grow more 
slowly in the United States but more quickly in the rest of the 
world, demand is expected to be better balanced around the globe. 
In the base-case scenario, this rotation of demand is supported by 
the assumed depreciation of the U.S.-dollar real effective exchange 
rate, which is expected to occur mainly against the currencies of 
emerging Asia, Japan, and some of the oil-exporting countries that 
did not experience a significant appreciation in the 2002-04 period. 
These developments are consistent with an orderly resolution of 
global imbalances: 

Futures prices for crude oil and natural gas over the projection 
period are lower than those in the July Update (Chart 16). In the 
case of crude oil, this implies that prices would move up from 
their current level of just under US$60 per barrel to US$65 per bar- 
rel by the middle of 2007 and rise gradually to US$67 in 2008. 

The price index for non-energy commodities is expected to 
decline over the projection period from the high levels reached in 
the third quarter of 2006. This partly reflects anticipated reduc- 
tions in metals prices as increases in global capacity come on 
stream. With the weakness in U.S. housing activity, lumber prices 
are likely to remain low. Even so, with global demand for com- 
modities projected to remain relatively strong, in line with robust 
global growth, the overall level of non-energy commodity prices is 
projected to stay high in relation to historical norms. 
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Chart 16 


Crude Oil and Natural Gas: Spot and Futures Prices’ 
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* Spot price for crude oil (13 October 2006) 
¢ Spot price for natural gas (13 October 2006) 
Based on an average of futures contracts over the ten days ending 21 April and 13 October 2006 


Aggregate demand and supply in Canada 


In Canada, growth in final domestic demand is expected to 
continue to contribute importantly to economic expansion in the 
second half of 2006 and through 2007 and 2008. 

Consumer spending is expected to grow at a robust pace over 
the projection period as a result of further gains in real disposable 
income and increases in household net worth. Housing invest- 
ment, after another substantial gain in 2006, is projected to decline 
slightly in 2007 and 2008. 

Business investment is projected to grow strongly. Factors sup- 
porting a strong expansion include current capacity constraints, 
expectations of ongoing growth in the global economy, indications 
that energy and metals prices will stay relatively high for some 
time, continued favourable financial conditions, strong profit lev- 
els overall and very solid balance sheets, and further reductions in 
the prices of imported machinery and equipment. 

The base-case projection assumes that the government sector 
will run a balanced budget over the projection period. Consistent 
with slowing nominal GDP growth, growth in government reve- 
nues is expected to slow. The large surpluses that have been evi- 
dent recently would imply that projected growth in spending by 
all levels of government will be above projected revenue growth 
for a period of time. 


at 
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With the expected slowing in the growth of U.S. domestic 
demand into 2007 and the lagged effects from the past apprecia- 
tion of the Canadian dollar, export growth is projected to be weak 
over the projection period. At the same time, continued substan- 
tial increases in investment in machinery and equipment, com- 
bined with the further impact of the past rise of the Canadian 
dollar, should help to boost imports. As a result, net exports 
should exert a significant drag on overall growth in 2006 and 2007, 
although this effect should ease over the projection period. 

The Bank’s base-case outlook calls for economic growth, on an 
average annual basis, to be 2.8 per cent in 2006, 2.5 per cent in 
2007, and 2.8 per cent in 2008 (Table 2, Chart 17). The outlook for 
both 2006 and 2007 is lower than that in the July Update. This 
lower growth mainly reflects two factors. First, the weaker U.S. 
economic outlook means that the projection for net exports and, to 
a lesser extent, investment has been revised down. Second, since 
the recent trend in labour productivity has been lower than 
expected (as discussed in section 2), the assumption for growth in 
production capacity from 2006 to 2008 has been revised down to 
2.8 per cent. 

This profile for GDP growth implies that the economy would 
stay in slight excess demand over the near term, before moving 
back to its production capacity in the second half of 2007. The 
economy would then continue to operate at about full capacity 
through to the end of 2008. In this base-case projection, it is the 
near-term slowing and the subsequent pickup in the U.S. econ- 
omy, combined with the lagged effects of past interest rate and 
exchange rate movements, that bring aggregate supply and 
demand back into balance and keep them there. Hence, in this 
projection, the current level of the policy rate is consistent with 
achieving the 2 per cent inflation target. 
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Table 2 
Contributions to Average Annual Real GDP Growth* 
Percentage points 


2006 2007 


Consumption D222) 1.8 (1.8) 


Housing 0.2 (0.2) -0.1 (-0.1) -0.1 (-0.1) 
Government 0.8 (0.8) 0.7 (0.7) 
Business fixed investment 1.0 (1.0) 0.7 (0.9) 0.5 (0.6) 


Subtotal: Final domestic demand 4.2 (4.0) 3.2 (3.4) 2.8 (2.8) 
0.6 0.7 (1.2) He e2) 
ERE GLOW pace ata 


*Figures in parentheses are from the base-case scenario in the July Update. 


Chart 17 


Real Gross Domestic Product for Canada* 


Quarter-over-quarter 


percentage change, 
| Year-over-year 


at annual rates 
: percentage change 


2002 2003 2004 2005 2006 2007 


* The broken line and bars indicate the base-case projection. 
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Most indicators of 
inflation expectations 
remained stable over the 
past six months. 


Total CPI inflation is pro- 
jected to average close to 
2 per cent after mid-2007. 
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The outlook for inflation 


Most indicators of inflation expectations that the Bank follows 
have remained quite stable since the time of the April Report, and 
key medium- and longer-term measures continue to be close to 
2 per cent. In the Bank’s autumn Business Outlook Survey, 78 per 
cent of firms expected CPI inflation to be within a range of 1 to 
3 per cent, on average, over the next two years. This percentage of 
respondents was almost the same as in the previous three surveys. 
Furthermore, the average private sector forecast for total CPI infla- 
tion in 2007 was just under 2 per cent, and consensus forecasts of 
inflation over the longer term remained very close to 2 per cent. 

Broad money (M2++) growth has risen to around 7 per cent 
(Chart 18), a rate which, if maintained, would be consistent with 
core inflation at about 2 per cent over the next year. 

The outlook for the 12-month rate of increase in the total CPI is 
importantly affected by the cut in the GST from 7 per cent to 6 per 
cent that took effect on 1 July 2006, and by developments in the 
markets for crude oil, gasoline, and natural gas (Chart 16). Available 
indicators suggest that total CPI inflation fell below 1 per cent in » 
September 2006 as a result of the recent decline in crude oil and gaso- 
line prices and the base-year effects stemming from the hurricane- 
related surge in energy prices in September of 2005. The prices of 
both crude oil and natural gas are assumed to follow the path 
given by futures prices, which are below the levels in the July 
Update. As a result, total CPI inflation is now expected to average 
close to 1.5 per cent from the fourth quarter of 2006 to the second 
quarter of 2007, a little lower than projected in the Update (Table 3). 


Chart 18 
Core Inflation and Broad Money Growth 


Year-over-year percentage change 


Core CPI 
(right scale) 


M2++* 
(eft scale) 


7.0 7 


rapt \) he 


3.5 


1997 1998; 1999 2000) -A200T = 2002520035 20042 72005" 2006" 2007; 


* Growth in M2++ one year earlier. M2++ has been adjusted to remove the effect of clone funds. 
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Table 3 
Summary of the Base-Case Projection* 


a Meemeay Fie 2007 2008 
ape fe Law 


Real GDP 
(quarterly growth or average 
quarterly growth at annual rates)** 


Real GDP 29 25 2.6 2.4 2.6 2.8 
(year-over-year percentage change) | (3.2) | (3.1) | (3.2) ] (2.9) | (2.8) } (2.8) 


Core inflation 8 2.0 2.1 Jap 2.0 2.0 
(year-over-year percentage change) 58) bh 20F | 2 Oe be) (2.0). (2.0) 


Total CPI 2.0 2.0 
(year-over-year percentage change) ( Z 7 ; a oI e if 3 (2.0) } (2.0) 


2.0 2.0 
OLN) (2) (2.4) (22. : : 
WII*** 71 64 66 67 
(level) a (73) A (76) (75) C3) 


* Figures in parentheses are from the July Update. 

** For half and full years, the number reported is the average of the respective quarter-to- 
quarter percentage growth at annual rates. 

** Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), based on 
an average of futures contracts over the two weeks ending 13 October 2006 


Total CPI excluding the effect of changes 
in indirect taxes 
(year-over-year percentage change) 


Se 
aw 
No 
S 
LS 
— 
No 
S 
= 


After the direct effect of the GST cut disappears in mid-2007, total 
CPI inflation is expected to average close to the 2 per cent target 
over the remainder of the projection period. 

The core rate of inflation is expected to move slightly above 
2 per cent through to mid-2007, given the small amount of excess 
demand currently in the economy and continued momentum in 
the price of housing. These sources of upward pressure should 
continue to be partly offset by further downward pressure arising 
from ongoing decreases in the prices of manufactured goods, 
although these price decreases are expected to moderate over time. 
As the economy returns to its production potential and housing pres- 
sures ease, core inflation is projected to move back to 2 per cent by 
the second half of 2007 and remain there. 

Increases in labour compensation are expected to average 
about 4 per cent over the early part of the projection period before 
easing somewhat. Given the assumed growth of trend labour pro- 
ductivity of 1.5 per cent, the expected year-to-year increase in unit 
labour costs is projected to be slightly above 2 per cent in the early 
part of the projection period, declining to 2 per cent by the end of 
the period. 


ol 


Core inflation is expected 
to move slightly above 

2 per cent before return- 
ing to 2 per cent in the 
second half of 2007. 


The risks around the 
projection are judged to 
be somewhat greater than 
in July. 

The main upside risk 
relates to the momentum 
in household spending 
and housing prices. 


The main downside risk is 
that the U.S. economy 
could slow more sharply. 
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Risks to the outlook 


The Bank’s base-case projection continues to be subject to 
important upside and downside risks. As noted in the press 
release of 6 September, these risks are judged to be somewhat 
greater than at the time of the July Update. 

The main upside risk to the Canadian economy continues to 
relate to the momentum in household spending and housing 
prices. This momentum is linked to strong consumer credit 
growth. By increasing home equity and thus expanding the availa- 
bility of collateral, the recent strong increases in house prices have 
contributed to robust growth in consumer credit (Technical Box 3). 
There is a risk that these linkages could be stronger than assumed 
or that house prices could continue to grow more rapidly than 
expected, resulting in higher-than-projected household spending 
and, hence, greater upward pressures on inflation. 

The main downside risk to the Canadian economy relates to 
the possibility of a sharper slowdown in the housing sector in the 
United States and a broadening of the weakness in the housing 
sector to consumption and investment. A larger decline in domes- 
tic demand in the United States would lead to decreased demand 
for Canadian exports and broader weakness in the Canadian econ- 
omy. This development would lead to lower inflation than in the 
base-case projection. 

Related to these main risks, there are a number of other risks 
to the base-case projection, two of which are described below. 

An upside risk relates to sectoral and regional capacity pres- 
sures arising from the price boom in several commodities, which 
are being most intensely felt in Western Canada (especially in 
Alberta). These pressures have led to considerable upward 
momentum in labour costs in that region. There is a risk that 
prices and wages could increase even more rapidly in Western 
Canada or that the transmission of inflationary pressures from 
there to the rest of the country could be stronger. 

A downside risk relates to the effects of the projected slowing 
in U.S. economic growth on the rest of the world, particularly in 
those emerging economies that are currently experiencing very 
strong growth. To the extent that business investment in these 
countries is being undertaken to meet prospective consumer 
demand in the United States, domestic demand growth in these 
countries may not be sufficient to offset the projected weaker U.S. 
demand. A greater-than-expected slowing in the global economy 
would likely result in weaker commodity prices and a weaker pro- 
file for Canadian exports over the projection period, thus putting 
downward pressure on Canadian inflation. 
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Technical Box 3 


Linkages between House Prices, Credit, and Household Spending 


By increasing home equity and thus expanding the availability of collateral, the 
recent strong increases in house prices have contributed to robust growth in consumer 
credit. This, in turn, has significantly supported household spending. 

Resale house prices in Canada have been very strong since 2001, growing by an 
annual average of 4.4 per cent, in real terms, compared with an average of -1.5 per cent 
over the 1990s.! From the beginning of 2005 to the end of June 2006, the cumulative rate 
of increase in real house prices has been 10.7 per cent on a national basis. This reflects 
much faster growth in Alberta and British Columbia, together with growth of over 5 per 
cent in the rest of the country over the same period. 

The pickup in consumer credit growth coincided with the strong gains in house 
prices. Growth is particularly strong for personal lines of credit (PLCs), which are often 
secured by home equity, averaging about 15 per cent in real terms in 2006. So far in 
2006, PLCs have grown faster in Alberta and British Columbia than in the rest of the 
country. While many factors, such as income and population growth, have contributed 
to this faster growth in credit, the rapid rise in house prices has been a significant factor. 

Since 2001, household spending has remained robust as house prices and consumer 
credit have shown strong increases. While it is difficult to quantify the links from house 
prices to credit and spending, useful information can be gained by assessing the contri- 
bution of PLCs to increased spending, since PLCs are the type of consumer credit most 
directly linked to house prices.” Industry reports and survey data suggest that a signifi- 
cant amount of PLCs are used to finance consumption. This link provides evidence that 
the recent rise in house prices has contributed to the strong growth in consumer credit 
and household spending. 

So far in 2006, house prices have grown much more than anticipated by market 
observers, particularly in Alberta and British Columbia. As well, growth in consumer 
credit and PLCs has remained strong, and Canadian households are generally in good 
financial health. While strength in household spending related to these factors is built 
into the base-case scenario, there is a risk that the linkages could be stronger than 
assumed or that house prices could continue to grow rapidly, particularly in Alberta and 
British Columbia, resulting in even higher household spending. 


Growth of Real Consumer Credit Annual Changes in Real Personal Lines of Credit (PLCs) 
and Real Consumption Plus Renovations and Real Consumption Plus Renovations 


Year-over-year quarterly basis 
a : $ billions 


Real consumption 30 Change in PLCs 


piss novasons Change in consumption 
(right scale) = : 
plus renovations 


Real consumer credit 
(left scale) 


2001. 2002 2003 2004 2005 2006 2002 2003 2004 2005 


* Annualized changes using available data from 
2006H 1 


1. Data for resale house prices are from Royal LePage and are deflated by the total CPI. 

2. Since 2001, the share of PLCs in consumer credit has increased to over 50 per cent. Although 
some of the PLCs represent a substitution from other types of loans, higher house prices have also con- 
tributed to a net increase in total consumer credit. Contributions to spending from mortgage refinanc- 
ing, which are linked to higher house prices, are not included here because of data limitations. 
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Overall, risks are judged 
to be roughly balanced. 
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Overall, the Bank judges that the risks relative to its projection 
for inflation are roughly balanced. 

The correction in global imbalances is unfolding in a benign, 
albeit slow, manner. However, in the absence of further appropri- 
ate policy actions, there remains a possibility of a disorderly reso- 
lution of these imbalances. Consequently, the balance of risks for 
global and Canadian growth is tilted slightly to the downside late 
in the projection period. 
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Monetary Poticy REPoRT | 
— October 2006 - NS 


Overview 


The Canadian economy continues 
to operate just above its full production 
capacity, and the near-term outlook for 
core inflation has moved slightly high- 
er. However, with the U.S. economy 
slowing more quickly than expected, 
the base-case projection for Canadian 
economic growth has been revised 
down slightly from that in the July 
Monetary Policy Report Update. Lower 
energy prices have led to a downward 
revision of the projection for total con- 
sumer price inflation. They have also 
contributed to moving the Canadian 
dollar into a somewhat lower trading 
range. 

Although domestic demand in 
Canada has continued to grow at a ro- 
bust pace, GDP growth in the second 
and third quarters of 2006 has been 
slower than expected, largely because 
of weaker net exports. A weaker near- 
term outlook for the U.S. economy has 
curbed the near-term prospects for 
Canadian exports and growth. As well, 
the Bank has lowered its assumption 
for potential growth to 2.8 per cent for 
the 2006-08 period, given recent devel- 
opments in labour productivity. As a 
result of these factors, the Bank’s base- 
case projection for Canadian GDP 
growth has been lowered to 2.8 per 
cent this year and 2.5 per cent in 2007. 


C.wAo N= An Di A aS 


But with the U.S. economy projected to 
recover by the end of 2007, growth 
should pick up to 2.8 per cent in 2008. 
Such a profile implies that the small 
amount of excess demand now in the 
economy will be eliminated by the sec- 
ond half of 2007 and that the economy 


Highlights 


e The Canadian economy is judged to be 


operating just above its production capacity. 


The projection for Canadian growth has 
been lowered to 2.8 per cent for 2006 and 
2.5 per cent for 2007, owing to a weaker 


near-term U.S. outlook. 


The Bank has lowered its assumption 


for 


potential growth to 2.8 per cent for 2006-08. 


Total CPI inflation is projected to average 
about 1 1/2 per cent until mid-2007 and 


then return to the 2 per cent target. 


The risks around the Bank’s inflation 
projection are judged to be roughly 
balanced. 


The current level of the policy interest 
rate is judged, at this time, to be consistent 


with achieving the inflation target. 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 
The Report is based on information received up to the fixed announcement date on 17 October 2006. 
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will then remain roughly in balance 
through to the end of the projection period. 
; ; Year-over-year percentage change 

With the economy currently in 
slight excess demand and with strong hte, 
momentum in housing prices, core in- 

0 : , Target range 
flation is expected to move slightly j 
above 2 per cent in the coming months. 
As the economy returns to potential 
and pressures from housing prices 
ease, core inflation should return to 
2 per cent by the middle of 2007 and 
stay there through to the end of 2008. 

Total CPI inflation will continue to 
be affected by the cut in the Goods and 


Consumer Price Index 


Total CPI excluding 
the effect of changes 
in indirect taxes 4 


Pie ee NE 
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Core CPI* 1 \ 


1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 
* CPI excluding eight of the most volatile components and the effect of 


Services Tax (GST) and by develop- 
ments in energy markets. Based on 
prices embedded in markets for energy 
futures, total inflation will likely aver- 
age about 1 1/2 per cent through to the 
second quarter of 2007, before return- 
ing to the 2 per cent target and remain- 
ing there through to the end of the 
projection period. 

The Bank of Canada left the target 
for the overnight rate unchanged at 
4.25 per cent on 6 September and 
17 October. The current level of the 
policy rate is judged, at this time, to 
be consistent with achieving the in- 
flation target over the medium term. 

As noted in the press release of 
6 September, the risks around the base- 
case projection are judged to be a little 
greater than at the time of the July Up- 
date. The main upside risk relates to the 
momentum in household spending 
and housing prices. The main down- 
side risk is that the U.S. economy could 
slow more sharply than expected, lead- 
ing to lower Canadian exports. The 
Bank judges that the upside and down- 
side risks to its inflation projection are 
roughly balanced. 

The correction of global imbal- 
ances is unfolding in a benign, albeit 
slow, manner. However, in the ab- 
sence of further appropriate policy 
actions, there remains a possibility of 
a disorderly resolution of these imbal- 
ances. Consequently, the balance of 
risks for global and Canadian growth 
is tilted slightly to the downside late 
in the projection period. 


changes in indirect taxes on the remaining components 


Recent Developments 


Total CPI inflation has stayed above 
the 2 per cent target in recent months. 
Although total inflation was 2.1 per 
cent in August, down from 2.8 per cent 
in May, much of that decline represent- 
ed the temporary impact of the reduc- 
tion in the GST. Without the effect of 
changes in indirect taxes, inflation 
would have been 2.6 per cent in Au- 
gust. Higher prices for gasoline, hous- 
ing, and some services have put 
upward pressure on inflation. But this 
has been partially offset by lower pric- 
es for many imported goods. Core in- 
flation moved up to 2.0 per cent in July, 
which was earlier than had been ex- 
pected, and remained there in August. 

Economic growth slowed in the 
second quarter to a 2.0 per cent annual 
rate, down from 3.6 per cent in the first 
quarter, and lower than the 3.2 per cent 
rate projected in the July Update. Cur- 
rent information suggests that third- 
quarter growth was also about 2 per 
cent. 

Final domestic demand continued 
to be the main driver of growth in the 
first half of the year. Gains in incomes 
and net worth led to strong household 
spending, while high profit levels 
helped support capital spending by 
business. Exports contracted in the first 
half of 2006 after growing at a rapid 
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profits and government revenues in 


Estimated Output Gap and Response to the future. 


Business Outlook Survey 
Question on Capacity Pressures 


Prospects for growth and 
inflation 


Some and 
significant difficulty** 
(left scale) 


Output gap* 
(right scale) 


The Bank’s base-case projection 
has been developed assuming a slow 
and orderly resolution of global imbal- 
ances. Energy prices are assumed to 
evolve along a path that is consistent 
with current futures prices, and the 
Canadian dollar is assumed to remain 
within the recent range of 87.5 to 


% 
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* “Difference between actual output and estimated potential output. Note that 
the estimate for the third quarter of 2006 is based on a projected rise in out- 
put of 2 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or 
significant difficulty meeting an unanticipated increase in demand/sales 


pace in late 2005, but there are signs 
that export growth resumed in the third 
quarter. 

The weaker-than-expected activity 
in the second and third quarters im- 
plies that the economy is operating at 
a level slightly lower than previously 
expected. With recent weakness in la- 
bour productivity growth, however, 
the Bank’s conventional estimate of po- 
tential output for 2005-06 has also been 
revised down slightly. Thus, the con- 
ventional measure of the output gap 
indicates that the economy was operat- 
ing at a level 0.2 per cent above its pro- 
duction potential in the third quarter. 
While there is considerable uncertainty 
surrounding this estimate, a wide 
range of indicators are broadly consist- 
ent with the Governing Council's judg- 
ment that the economy is operating just 
above its production capacity. 

The prices of many non-energy 
commodities have remained firm. How- 
ever, crude oil prices have come down 
in recent weeks, reflecting reduced 
supply risk and some easing in the 
projected growth of demand. There has 
also been a marked reduction in natu- 
ral gas prices since the end of 2005. 
These developments mean a reduction 
in Canada’s terms of trade and slower 
growth in nominal GDP over the balance 
of 2006. This implies some downward 
pressure on the growth of corporate 


Wire Cents sens: 

The global economy continues to 
expand at a solid pace. While growth 
has slowed in the United States, econo- 
mies in Europe, Japan, and many 
emerging markets have been strength- 
ening. These signs that growth in de- 
mand is rotating away from the United 
States and towards other economies 
are encouraging, as this is important 
for an orderly unwinding of global im- 
balances. Overall, the projection for 
global economic growth has been 
raised to 5.1 per cent in 2006, 4.7 per 
cent next year, and 4.5 per cent in 2008. 

Growth in the U.S. economy is now 
projected at 3.3 per cent for 2006 as a 
whole, down slightly from the July Up- 
date. Given the pronounced slowdown 
in the housing sector, U.S. GDP growth 
in the second half of 2006 is likely to be 
in the range of 2 to 2 1/2 per cent. This 
is below the growth rate of potential 
output, which is now assumed to be 
3 per cent. Growth should remain be- 
low potential into 2007, at 2.6 per cent, 
but recover by the end of the year and 
average 3.2 per cent in 2008. With slow- 
er near-term growth, U.S. core inflation 
should move gradually lower. 

In Canada, domestic demand is 
projected to continue to support eco- 
nomic expansion through 2008. Con- 
sumer spending is expected to remain 
firm, owing to further gains in dispos- 
able income and household net worth. 
Business investment is projected to 
strengthen further, prompted by capacity 
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constraints, relatively high commodity 
prices, favourable financing condi- 
tions, and strong cash flow. But hous- 
ing investment is expected to decline 
slightly in 2007 and 2008. The Bank as- 
sumes that governments as a whole 
will act to bring spending and reve- 
nues into balance, consistent with com- 
mitments to run balanced budgets. 

With the slowing in the U.S. econo- 
my, and given the lagged effects of the 
past appreciation of the Canadian dol- 
lar, near-term export growth is project- 
ed to be modest, while imports should 
continue to rise more strongly. Net ex- 
ports are projected to subtract 1.3 per- 
centage points from growth this year 
and 0.7 percentage points in 2007. 
By 2008, net exports are no longer pro- 
jected to be a drag on growth. 

The Bank’s base-case projection 
calls for average annual real GDP growth 
of 2.8 per cent in 2006, 2.5 per cent in 
2007, and 2.8 per cent in 2008. This pro- 
jection reflects the weaker near-term 
outlook for the United States. The base 
case also takes into account a reduction 
in our assumption for potential output 
growth to 2.8 per cent through 2008, 
which is due to lower assumed trend 
growth in labour productivity. The im- 
plication is that the economy would re- 
main in slight excess demand in the 
near term, before returning to potential 
in the second half of 2007. The economy 
would then continue to operate at about 
its production capacity through to the 
end of 2008. 

Developments in energy markets, 
as well as the reduction in the GST, im- 
ply that total inflation will fall tempo- 
rarily below 1 per cent in September. 
Total inflation will likely average about 
11/2 per cent from the fourth quarter 


of 2007 (lower than projected in the Up- 
date) and then average about 2 per cent 
through to the end of 2008. Core infla- 
tion is projected to move slightly above 
2 per cent through to mid-2007, given 
the small amount of excess demand in 
the economy and continued momen- 
tum in housing prices. The upward 
pressure coming from these factors 
should continue to be partly offset by 
further downward pressure coming 
from the lower prices of manufactured 
goods. As these pressures ease, core in- 
flation should return to 2 per cent in 
the second half of next year and stay 
there for the remainder of the projec- 
tion period. 


Summary of the Base-Case Projection* 


Real GDP 
(period-over-period percentage 
change at annual rates)** 


Real GDP 
(year-over-year 
percentage change) 


Core inflation 
(year-over-year 
percentage change) 


Total CPI 


(year-over-year 
percentage change) 


Total CPI excluding the effect 2.6 
of changes in indirect taxes 
(year-over-year 

percentage change) (2 


vg) 
WwIr*** 71 
(level) (71) 


* Figures in parentheses are from the July Update. 


quarter-to-quarter percentage growth at annual rates. 


2.8 


For half and full years, the number reported is the average of the respective 


*** Assumption for the price of West Texas Intermediate crude oil (US$ per bar- 


rel), based on an average of futures contracts over the two weeks ending 


of 2006 through to the second quarter 13 October 2006 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: 1 877 782-8248; email: publications@bankofcanada.ca 
or visit our website:www.bankofcanada.ca 
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Overview 


The Canadian economy continues 
to grow at a solid pace, consistent with 
the Bank’s outlook in the January Mon- 
etary Policy Report Update. The global 
economy has been robust, showing a 
little more momentum than had been 
anticipated. This has led to higher 
prices for many commodities which, 
along with strong domestic demand, 
have supported economic activity in 
Canada. At the same time, global com- 
petition and the past appreciation of 
the Canadian dollar continue to pose 
challenges for a number of sectors. 
All factors considered, the Canadian 
economy is judged to be operating at, 
or just above, its production capacity. 

High and variable energy prices 
associated with the strength of global 
demand have kept total CPI inflation 
above the Bank’s 2 per cent target. Core 
inflation has remained below 2 per 
cent, owing to persistent downward 
pressure from the prices of imported 
consumer goods. 

Against this backdrop, the Bank 
raised its policy interest rate by one- 
quarter of one percentage point on 
7 March and again on 25 April, bring- 
ing it to 4.0 per cent. 

Canada’s GDP is projected to grow 
by 3.1 per cent in 2006, in line with ex- 
pectations in the January Update, and 
by 3.0 per cent in 2007, slightly stronger 
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2008 is expected to be 2.9 per cent. The™= 
Canadian economy is projected to 
operate slightly above its capacity 
through 2006 and to return to capacity 
by the end of 2008. 

Total CPI inflation will continue 
to be volatile, affected by the evolution of 
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Highlights 


The Canadian economy is judged to be 
operating at, or just above, its production 
capacity, supported by robust global 
growth, higher commodity prices, and 
strong domestic demand. 


The Bank projects economic growth 
of 3.1 per cent in 2006, 3.0 per cent 
in 2007, and 2.9 per cent in 2008. 


Total CPI inflation (excluding any changes 
in the GST) should average close to 2 per 
cent in 2007 and 2008. 


The Bank judges that the risks to the pro- 
jection are roughly balanced, with a small 
tilt to the downside later in the projection 
period. 


In line with the Bank’s outlook, some 
modest further increase in the policy 
interest rate may be required. 


This is a summary of the Monetary Policy Report of the Governing Council of the Bank of Canada. 
The Report is based on information received up to the fixed announcement date on 25 April 2006. 
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energy prices. Based on prices embed- 
ded in energy futures markets, the Bank 
projects total CPI inflation (excluding any 
changes in the Goods and Services Tax— 
GST) to average close to 2 per cent in 2007 
and 2008. Upward pressure on inflation 
from excess demand in the economy is 
offset by downward pressure from the 
declining prices of many imported con- 
sumer goods. Core inflation is projected 
to rise to 2 per cent in the second half of 
this year and to remain there through the 
end of 2008. 

There are both upside and down- 
side risks to the Bank’s projection for 
growth and inflation. In the Bank’s view, 
these risks are roughly balanced, with 
a small tilt to the downside later in the 
projection period. 

In line with the Bank’s outlook for 
the Canadian economy, some modest 
further increase in the policy interest 
rate may be required to keep aggregate 
supply and demand in balance and in- 
flation on target over the medium 
term. The Bank will closely monitor 
evolving developments in the Canadi- 
an economy in light of the cumulative 
increase in the policy interest rate since 
last September. 


Recent Developments 


Total CPi inflation has averaged 
2.5 per cent since last September, owing 
mainly to increases in energy prices. 


Fluctuations in the inflation rate have 
been caused largely by swings in gaso- 
line prices. But over the same period, 
core inflation has remained stable near 
1.7 per cent. The declining world prices 
of many manufactured consumer goods 
and the past appreciation of the Canadi- 
an dollar have helped to keep core infla- 
tion low. There has been little evidence 
that higher energy costs are being passed 
through more generally to the prices of 
other goods and services. 

The Canadian economy has main- 
tained steady growth, even as it contin- 
ues to adjust to global developments. 
Canada’s terms of trade rose sharply in 
the second half of 2005. This boosted 
corporate profits, labour income, and 
government revenues. Labour produc- 
tivity grew at a higher rate in the sec- 
ond half of last year, bringing it closer 
to the Bank’s assumption for trend pro- 
ductivity growth. The Canadian dollar 
has traded in a range of 85 1/2 to 
88 1/2 cents U.S. since the January Update. 

Real GDP grew at an annual rate of 
3 per cent in the second half of 2005, as 
expected. The level of economic activi- 
ty at the end of last year was very close 
to what the Bank had anticipated. 
Growth in the first quarter of 2006 is 
projected to be 3.2 per cent. 

After weighing all the indicators of 
capacity pressures, the Bank’s Govern- 
ing Council judges that the economy 
was operating at, or just above, its pro- 
duction capacity in early 2006. 


Consumer Price Index 
Year-over-year percentage change 


Total CPI 


Target midpoint 
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Core CPI* 


2002 2003 2004 2005 2006 


* CPI excluding eight of the most volatile components and the effect of 


changes in indirect taxes on the remaining components 
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Prospects for Growth and 
Inflation 


The global economy has remained 
robust, with most major overseas econ- 
omies participating in the expansion. 
Global growth in 2005 was stronger 
than expected, and significant momen- 
tum is expected to carry forward into 
this year. Growth is projected to mod- 
erate slightly in 2007 and 2008. 

The U.S. economy is expected to con- 
tinue to expand strongly in 2006, with real 
GDP growth of 3.5 per cent, then moderate 
to 3.2 per cent in 2007 and to 3.1 per cent 
in 2008. 

The Bank’s base-case assumes an or- 
derly unwinding of global imbalances, 
reflecting a shift in global demand stem- 
ming from market-based adjustments, 
including a gradual, real effective depre- 
ciation of the U.S. dollar. This shift of de- 
mand is also supported by policy-based 
adjustments, including a reduction of the 
U.S. fiscal deficit, structural reforms in 
Europe and Asia, and more flexibility in 
Asian exchange rates. It is assumed that 
only a small fraction of the U.S.-dollar 
depreciation will be against the Canadi- 
an dollar, and that it will occur late in the 
projection period. 

In Canada, final domestic demand 
continues to be the main driver of 
growth. Business investment is projected 
to remain strong through 2008. This 
reflects a robust global economy, high 
commodity prices, and healthy profits 


and corporate balance sheets. Consumer 
spending should also remain firm 
through the period, reflecting further 
gains in real disposable income. Housing 
investment is projected to continue to 
contribute to growth in 2006 before eas- 
ing in 2007 and 2008. Government 
spending at all levels should grow in line 
with revenues. 

Both imports and exports are ex- 
pected to rise through 2008. Net ex- 
ports are still expected to be a slight 
drag on growth for some time, with 
this effect diminishing over the projec- 
tion period. 

Overall, the Bank projects GDP 
growth of 3.1 per cent in 2006, 3.0 per cent 
in 2007, and 2.9 per cent in 2008. This pro- 
file implies that the Canadian economy 
would be in slight excess demand this 
year and would return to potential by the 
end of the projection period. In the base- 
case projection, the slowing in U.S. eco- 
nomic growth, combined with the 
lagged effects of past interest rate in- 
creases, as well as some modest further 
increase in interest rates across the yield 
curve, will bring aggregate demand and 
supply back into balance. 

Core inflation is expected to rise to 
2 per cent in the second half of this 
year, earlier than expected in the Janu- 
ary Update, owing to increases in elec- 
tricity prices. Ongoing downward 
pressure on core inflation from reduc- 
tions in the prices of manufactured 
goods should be offset by upward 
pressure coming from the economy op- 
erating with slight excess demand. 


Estimated Output Gap and Response to 
Business Outlook Survey 
Question on Capacity Pressures 


These offsetting factors are projected to 
diminish in tandem over the projection 
period, leaving core inflation at 2 per 
cent. 

Total CPI inflation will continue to 
be affected by developments in the 
markets for crude oil and natural gas. 
Total inflation should average about 
2.5 per cent through the middle of 2006. 
But after a period of volatility exacer- 
bated by the movements in energy 
prices a year earlier, total inflation is 
projected to return close to the 2 per 
cent target in the first half of 2007. 


Some and 
significant difficulty** 
(left scale) 


Output gap* 
(right scale) 


% 
3 
2 
1 
0 

eS 

3 

3 

-4 


2002 2003 2004 2005 2006 


* Difference between actual output and estimated potential output. Note that 
the estimate for the first quarter of 2006 is based on a projected rise in output 
of 3.2 per cent (at annual rates) for the quarter. 

** Percentage of firms indicating that they would have either some or significant 
difficulty meeting an unanticipated increase in demand/sales 
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This projection does not take into 
account the federal government's stat- 
ed intention to reduce the GST from 
7 per cent to 6 per cent in the near 
future, and to 5 per cent within five 
years. The Bank estimates that the di- 
rect effect of a reduction in the GST from 
7 per cent to 6 per cent would be a re- 
duction in the total CPI inflation rate of 
about 0.6 percentage points over a one- 
year period. The core rate of inflation 
would not be directly affected by the 
GST reduction. The Bank’s approach is 
to look through any direct effects on to- 
tal CPI inflation from changes in indi- 
rect taxes. 


Risks to the Outlook 


There are both upside and down- 
side risks to the Bank’s base-case projec- 
tion. In the main, the Bank judges these 
risks to be roughly balanced. However, 
there remains a small risk of a disor- 
derly correction to global imbalances, 
leading to significantly weaker global 
growth, which tilts the risks to the 
downside later in the projection period. 
This risk appears to be lower than previ- 
ously judged, given the tentative signs 
of policy shifts and of rotation in global 
demand. 

The upside risks for growth and in- 
flation in Canada stem largely from the 
momentum of the global economy and 
the associated future path of commod- 
ity prices. Stronger global growth 
could also risk putting pressure on glo- 
bal production capacity. This could re- 
duce the pace of price declines for 
many manufactured consumer goods, 
adding to upward pressure on infla- 
tion in Canada. 

At the same time, there is an impor- 
tant downside risk that the U.S. economy 


could slow more quickly than anticipat- 
ed. There is also a risk that adjustment 
to global imbalances could involve 
weaker global growth, which would 
have additional negative consequences 
for Canada. As well, the real effective 
depreciation of the U.S. dollar may af- 
fect the Canadian dollar more than is as- 
sumed, putting a renewed drag on net 
exports and dampening economic activ- 
ity in Canada. 

There continues to be uncertainty 
about the level and growth of potential 
output in Canada. Given the productivity- 
enhancing investments that are being 
made, productivity growth could be 
higher than assumed in the base-case pro- 
jection. However, the large sectoral and 
regional shifts still under way continue to 
make it particularly difficult to assess the 
economy’s production capacity. 


2006 


Real GDP 
(quarter-to-quarter percentage 
change at annual rates) 
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Summary of the Base-Case Projection* 
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Core inflation 
(year-over-year percentage change) 
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Figures in parentheses are from the January Monetary Policy Report Update. 


** Excluding the effect of any changes in the Goods and Services Tax 


+ Assumption for the price of West Texas Intermediate crude oil (US$ per barrel), 
based on an average of futures contracts over the two weeks ending 21 April 2006 


The Bank of Canada’s Monetary Policy Report is published semi-annually in April and October. Regular 
Updates are published in July and January. Copies of the full Report, the Summary, and the Update may be 
obtained by contacting Publications Distribution, Communications Department, Bank of Canada, Ottawa, 


Ontario, Canada K1A 0G9. 
Telephone: 1-877-782-8248; email: publications@bankofcanada.ca; 
or visit our website: www.bankofcanada.ca 
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